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Ms Marlene H. Dortch
Secretary
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Dear Ms Dortch:
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Vice President-Executive and
Federal Regulatory Affairs

202463-41118
Fax 202 463-4631

On August 27,2002 I met with Bill Maher, Chief of the Wireline Competition Bureau,
and Jeffrey Carlisle, Deputy Chief of the Wireline Competition Bureau. The purpose
of the meeting was to discuss issues that the Commission is considering in CC Docket
01-338. I highlighted the adverse effects that the Commission's current UNE-P
requirements are having on ILEC earnings, returns on invested capital, and capital
spending.

In the course of discussing these adverse effects, I also summarized results of various
financial analyses of UNE-P that are contained in the attached reports. A one-page
summary of points discussed in these reports also was reviewed, a copy of which is
also attached.

In accordance with Commission rules, I am filing two copies of this notice and the
attached responses and request that they be included in the record of the proceeding
identified above.

Sincerely,

~~
Robert T. Blau

Attachments

cc: Bill Maher Jeffrey Carlisle



Problem with UNE-P from Wall Street's Point of View (Based on 2nd Q
ILEC Financial Results)

• ll..,ECs are losing retail lines and revenues to wireless, cable TV and UNE-P, but
the cost of maintaining ubiquitous local networks remain roughly the same.

• Some state PSCs have abandoned any semblance of cost (including TELRIC) in
setting wholesale rates, and instead are increasing resale discounts to levels that
AT&T and other CLECs claim they need to operate profitably in residential
markets.

• Lower UNE-P rates are discouraging CLECs from incurring the cost and risk of
overbuilding ll..,EC facilities. UNEs (UNE-P, 61 % vs. UNE-L, 39%) now account
for 47% of all (20 million) CLEC access lines up from only 24% at YE 1999.

• As CLECs become more dependent on reselling ll..,EC network capacity, price
competition will continue to intensify in part because service differentiation
between ll..,ECs and CLEC resellers is not a viable option.

• As price competition intensifies, further squeezing profit margins of all carriers,
returns on capital will continue to deteriorate prompting facilities-based carriers to
cut back capital spending that much more.

• At some point, reductions in cap ex will cause service quality to deteriorate much
as it did in the Ameritech and US West states during the mid-to-Iate 1990s.

• If things get to that point everyone - ll..,ECs, CLECs, and consumers -- lose, and
the damage done to the nation's communications infrastructure could be very
difficult and costly to repair.

• The seriousness of these problems notwithstanding, the regulatory picture remains
completely muddled.
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BLS: CUSTOMER LOSSES WITHOUT OFFSETTING COST CUTTING EXPLAINS WEAK OUTLOOK

***************************************************************************
* Over the last year, BLS lost a million retail lines and partially offset*
* this with the gain of half a million wholesale lines. We believe that *
* the weak earnings this qtr, and the weaker outlook is a function of *
* margin compression these losses produce. Such line loss, w/out *
* sufficient offsetting expense cuts leads to the kinds of earnings *
* compression we saw this qtr. Bad debt expense was not a significant new *
* issue this qtr - vs 1Q it subtracted only an incremental $O.Ol/share. *
* B/c of the inevitably slow reversal of access line trends, and the need *
* to trim expenses, we're cutting our ests for '02 from $2.35 to $2.16, *
* and for '03, from $2.44 to $2.20, reflecting lower pension income. *
***************************************************************************
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--------------Earnings
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NA NA NA
0.54A 0.53A 0.53
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Per Share---------------
Dec FY CY
NA 2.20 NA
0.56 2.16 NA
0.63 2.22 NA
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NA
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2002 FY 0.43A NA NA NA NA NA
2001 FY(A) 0.53 NA NA NA NA NA

-Abs PIE on- -Rel PIE on-- EV/NxtFY LT EPS
Cur Nxt Cur Nxt EBITDA Growth

-------- ------
EPS* FY 9.9X 9.7X 0.5X 0.6X NA NA

CY NA NA NA NA NA NA
GSCOPE EPS* FY NA NA

CY NA NA NA NA NA NA

* may differ from u.s. GAAP
===========================================================================

* ACCESS LINE TRENDS TELL THE STORY. Access lines declined 2.1%, worse
than the first quarter decline of 1.8%, and certainly worse than the
improvement to a loss of 1.3% that we had been modeling. The weakness
was both a demand issue as well as a competitive issue. There are two
big problems here. One is the absolute loss of lines, and the other is
the conversion of a retail line to a highly discounted wholesale line.
Both problems create a loss of revenue without any direct offsetting
expense reductions. This explains why anticipating share loss (as
opposed to reacting to it) is so critical for the Bells to achieve any
kind of earnings growth in the future. Business line loss, both total
and resale, is not trending as badly as residential. As such, we
believe business is likely to reverse sooner than residential. Pressure
on margins will continue because of the damaging effect of line loss and
wholesale growth. Entering long distance in the remainder of its states
is critical to BLS to help offset some of these customer losses.

===========================================================================

KEY TAKE-AWAYS FROM THE QUARTER - 1) DATA GROWTH SLOWING TO NORMAL LEVELS.
BellSouth is now experiencing the slowdown in data growth that it seemed to
be insulated from, as the rest of its RBOC peers were bringing numbers down
last year and earlier this year. As an example, BLS reported data revenue
growth of 13.9% in 1Q02, compared to 2.4% reported by SBC, and 8.5%
reported by VZ. BLS is now guiding the street to mid-single digit data
growth for the year, in-line with the other Bells, and down dramatically
from previous guidance of mid-teen growth. 2)ACCESS LINE SLIDE WORSENS,
INSTEAD OF FLATTENING. The impact of UNE-P competition and slow demand, is
becoming painfully obvious, as direct customer lines are shrinking, and
wholesale lines growing sharply. 3) WIRELESS GROWTH IN LINE. Cingular was a
positive contributor in the quarter, but wireless as an industry is
reflecting characteristics of a zero-sum game (i.e.one or two carriers
achieve a leading growth rate in a quarter at the expense of everyone
else). 4) COST CONTROL DIDN'T SAVE THE DAY. In most previous periods, a
weak top line has been salvaged by tight cost control, but this didn't
happen this period. Operating expenses rose relative to revenues in most
categories. 5) RECOVERY FURTHER OUT. The telcos are pushing hope of a
recovery even further out, best evidenced by BellSouth cutting CapEx
guidance (excluding Cingular) for the year by $500 million to $3.7 to $3.9
billion from $4.2 to $4.4 billion. Cingular also dramatically cut CapEx
guidance from $5.4 billion-$5.8 billion, to $4.2 billion-$4.6 billion. As
a result, at least FCF remains strong.

COMMUNICATIONS GROUP THE DISSAPPOINTMENT IN 2Q - The weakness was evident
across the board: weak demand, competitive losses, and the failure of cost
controls to make up the difference. We don't believe the higher bad debt
expense explains much in the quarter, as according to the company, it
subtracted only an incremental penny from earnings relative to the first
quarter (about $30 million pretax), and all of this was not attributed to
the communications group.

The story of weak demand, competition, and cost pressures was evident in
the numbers. Revenue came in about $107 million below our $7.24 billion
estimate. Local service and network access were the primary contributors to
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the weakness, as data revenues came in $176 million shy of our $1.25
billion estimate, and revenue/line/month of about $29.47 came in below our
$30.03 estimate.

On a consolidated basis, the same trends were evident, and are obvious in
the comparison of actuals to our estimates below:

2Q02 actuals vs. GS estimates

GS estimate Actuals
2Q02E 2Q02a Difference % difference

Revenues
Local Service 2,989 2,939 (50) -1. 7%
Network Access 1,210 1,182 (28) -2.3%
Long Distance 186 213 27 14.5%
Other 368 337 (31) -8.4%
Comms. Grp. 4,693 4,586 (107) -2.3%
Dom. Wireless 1,470 1,500 30 2.0%
Latin America 525 597 72 13.7%
Advert. & Pub. 465 538 73 15.7%
Other 17 14 (3 ) -17.6%
Total Revenues 7,170 7,235 65 0.9%
Operating Expenses:
Op. & Support Exp 3,857 3,992 135 3.5%
D&A 1,358 1,353 (5) -0.4%

Operating Income 1,955 1,890 (65) -3.3%

EBITDA 3,313 3,243 (70) -2.1%
Interest Expense 334 362 28 8.4%
Other Income (Exp) 65 50 (15) -23.1%
Pre-Tax Income 1,686 1,578 (108) -6.4%
Tax provision 602 582 (20) -3.3%

Tax Rate 36% 37% 0.9% 2.5%

Normalized
Net Income 1,084 996 (88) -8.1%

Normalized EPS 0.57 0.53 (0.04) -7.0%
Wtd Ave Shrs 1,888 1,882

WORSE THAN EXPECTED ACCESS LINE DECLINE CONTRIBUTE TO SHORTFALL -- Access
lines declined 2.1%, worse than the first quarter decline of 1.8%, and
certainly worse than the improvement to a loss of 1.3% that we had been
modeling. The weakness was both a demand issue as well as a competitive
issue. Overall all, over the last year, BLS has lost a little more than a
half-million lines, on a base of nearly 26 million. The decline was worse
on direct retail lines, which were down one million. And this was offset
by a half-million increase in wholesale lines. Because the wholesale lines
might produce something like half the revenue of the retail lines, this is
like losing on net the revenues from three-quarters of a million lines. On
an annual basis, this may mean revenue loss of $560 million. In the worse
case scenario, if there is not an expense offset to this revenue loss, it
would produce an EPS impact of $0.19 per share. In the best case, where
margins are unaffected, it could produce a nickel a share reduction in EPS.
This wide range explains why anticipating share loss (as opposed to
reacting to it) is so critical for the Bells to achieve any kind of
earnings growth in the future.

(continued ... )
First Call Corporation, a Thomson Financial company.
All rights reserved. 888.558.2500
]
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Telecom Services

UNe-P: the Un
Profitable RBOC

Local competition pressuring RBOC profits

Industry update I I----------------------
RBOCs' core profit center Is under severe attack from competitive
forces. Regulators have reduced UNE pricing such that CLECs are using
UNE lines to penetrate the residential and small business markets. In
our view, until UNE pricing becomes more rational, the RBOCs will
suffer steeper profitability squeezes from CLECs using UNE lines.

~ Lost ILEC profits: ILECs lost 1.5m lines in the last six months of 2001
in the form of UNEs (unbundled network elements) to CLECs, which we
estimate comes to $1 bn in lost annualized sales, most of which is pure
profit. In a six-month span, then, after taxes, ILEC bottom lines lost
about $325m in net income, and $4.2bn in market capitalization,
assuming a 13x PIE multiple. The Bells control about 94% of the nation's
incumbent access lines, so the RBOCs, primarily through UNE, lost
$4bn in market capitalization in the last half of 2001. The Bells currently
have a $220bn equity market cap, meaning that CLECs conceivably
destroyed 2% of Bell equity value in the H2 2001.

~ CLEC penetration rising: By the end of 2001, according to the FCC,
CLECs accounted for 10.2% of the nation's 192m switched lines, up
from 7.7% 12 months earlier, a 32% increase in market share. Cable
telephony lines are increasing at a slightly faster rate than overall CLEC
lines. By the end of 2001, according to the FCC, cable telephone lines
constituted 11 % of CLEC lines (2.2m lines), and 1% of all switched lines.

~ Some CLEC overbuilding: In H2 01, CLECs gained 204m lines, which
we believe was created exclusively at the expense of the ILECs, or
19,000 lines per business day. Some of these lines are lost to cable
telephony or where CLECs build their own connections directly to
businesses. In such cases, the CLEC has overbuilt, or completely
severed the connection between the ILEC and the customer, removing
the ILEC from 100% of their former revenue stream.

~ Ratings: We maintain our Hold ratings on BellSouth Corporation, SBC
Communications and Verizon Communications.
PLEASE REFER TO THE TEXT AT THE END OF THIS REPORT FOR OUR DISCLAIMER AND ALL RELEVANT
DISCLOSURES. IN RESPECT OF ANY COMPENDIUM REPORT COVERING SIX OR MORE COMPANIES, ALL
RELEVANT DISCLOSURES ARE AVAILABLE ON OUR WEBSITE www,dlkwruurch.com OR BY CONTACTING
DRKW RESEARCH DEPARTMENT, 20 FENCHURCH STREET, LONDON, EC3P 3DB.

Online research: www.drkwreaearch.com Bloomberg: DRKW<GO>

Dresdner Klelnwort Wassersteln Securities LLC. Regulated by NYSE and NASD and for the conduct of Investment business In the
United Kingdom, FSA. New York: 75 Wall Street, 29th Floor, New York, NY10005-2889
T.IIDnhnn....1 ?1? A'JQ 1,41.4 nr.l.1 AAA ?I;I;AA11 ~!:aY·.1 ?1? A?Q 1.t1;I;

Hold
BellSouth Corporation
SBC Communications
Verlzon Communications

Bruce J. Roberts
+1 2124293459
bruce.roberts@drkw.com

William P. Carrier
+1 2124293457
william.carrier@drkw.com
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IBackground

1-2 local competition punch
Residential overbuild emerges concurrently with explosion in
UNE-P
Figure 1: CLEC access lines, 1999-2001
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The goal of the 1996 Act was to
create the environment for local

competition, not create local
competition

Year-end 2001 ECLEC line composition
Overbuild: 33%
We believe this is a telling statistic and perhaps the most important in this report. Our
view is that the current rules forcing RBOCs to resell local lines to CLECs at very deep

discounts are off course. The goal of the 1996 Act was to create the environment

for local competition, not create local competition. Although seemingly subtle, this

is a huge distinction. The idea is that to produce new, exciting services and pricing

programs requires a competitor to provide new, exciting services. How can that occur if

the CLEC is reselling the RBOCs' service? With only a 33% overbuilding rate, the

desired outcome of the Act is unaccomplished. The idea was to give the CLECs a

means to build customer scale upon which they could then justify building their own

network, since this is an industry of scale. In point of fact, the growth in resale (UNE

resale) is accelerating, despite the fact that the base of CLEC customers is also

expanding. With UNE, the CLECs are merely behaving as rational decision makers. If

it's cheaper and less risky to resell rather than build, then resell is the answer. Unlike

the long distance industry, which is less of a natural monopoly since it takes just

several billion dollars and two to three years to build a national network, except for the

cream of the business market and the cream, i.e., demographically desirable (read:
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rich homeowners who can buy many services) residential market, a new national local

network is unlikely to emerge. We won't get into ''what ifs," but under a more rational

local competitive framework, overbuilding might have occurred to a greater extent.

UNE-P lines add 20%-40%
points of gross margin to a

CLEC

Resale: 22%, down from 43% two years earlier
Resale is uneconomical for CLECs, so they are dropping resale lines or changing them

to a UNE-P "lines" regime, which are functionally equivalent, but add 20%-40% points

of gross margin to a CLEC.

Figure 2: UNE vs. resold lines, 1999-2001
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UNE: 47% (24% at YE 1999) - erased 2% of bell equity?
According to FCC statistics, there were some 9.5m UNE loops at year-end 2001, up

from 8m six months earlier. About 61%, or 5.8m lines, were UNE-P lines that
included switching, and the rest (3.7m) were UNE loops, where the CLEC just leases
the copper loop, and provides the other network elements. UNE-Loops cause the

largest revenue loss under the local wholesale scheme. However, UNE loop sales

should ameliorate, in our view.

ILECs lost 1.5m lines in the last six months of 2001 in the form of UNEs to CLECs,
which we estimate comes to $1bn in lost annualized sales, most of which is pure profit.
In a six-month span, then, after taxes, ILEC bottom lines lost about $325m in net

income, and $4.2bn in market capitalization, assuming a 13x P/~ multiple. The Bells

control about 94% of the nation's incumbent access lines, so the RBOCs, primarily

through UNE, lost $4bn in market capitalization in the last half of 2001. The Bells

currently have a $220bn equity market cap, meaning that CLECs conceivably

destroyed 2% of Bell equity value in the second half of 2001, assuming our estimates

are reasonable and that the market actually "made" this observation and factored it into

stock prices. There's no assurance RBOC stocks didn't decline due to other reasons,

and that the UNE-P issue has yet to be factored into the stocks.
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45% of CLEC lines served
residential and small business

markets

"The cream skim" - business, population density
and demographics
The current competitive policies favor rich residential customers, large businesses and

states with greater population density.

According to the FCC, 55% of CLEC lines served medium and large businesses and

government customers. In contrast, just 23% of ILEC lines served such customers.

Conversely, 45% of CLEC lines served residential and small business markets,

while over 75% of Bell lines served lower profit residential and small business

lines. Businesses and government offices are more densely packed, and spend more

per access line than residents.

Thus, the ILECs are left holding the 'bag' - serving more of the costly (read:

geographically dispersed) and lower paying line base. We view the 'cream skim' as

one of the most compelling arguments that local competition regulation is destructive

and illogical.

"The overbuild" - sinking the sunk costs
Overbuilding erases any revenue contribution from former customers or prospective
customers that would have used a Bell if an overbuilding CLEC wasn't around. It fully

'strands' the lines' assets. The business base is easier to overbuild because they are

located in office buildings and otherwise packed more densely. So the 'cream skim'

has been accompanied by the 'overbuild.' That is, for years, CLECs such as Time
Warner Communications, AT&T Business and WorldCom's MFS (although we believe

one of WCOM's downfall was its inability to leverage the MCI long distance base and
'backsell' an MFS local product into it) have been building their own trunks into

business locations, either fully bypassing the ILEC, or perhaps renting minimal network

subsegments such as the last link into a building. Now, cable telephony is copying the
CLECs on the residential side. By piggybacking onto the cable television network, they
found an economical way to overbuild the less dense residential base, a danger to the

Bells that have concerned us for some time. FCC statistics show cable telephony
penetration increasing even faster than overall CLEC penetration, and AT&T

Broadband reported in Q2 02 that, for the first time, its cable telephony operations are

EBITDA-positive, validation that a means to 'crack' the natural monopoly in the local

residential market exists.

The bottom line is that competition comes in two flavors: reselling the RBOCs' network,
or overbuilding. The Bells argue that low UNE rates, which can force an RBOC to

resell a local line to a CLEC such as MCI "Neighborhood" for as much as 70% off of

retail, aren't so bad because they at least provide some revenue across a high fixed

cost structure. Also, since the line is deployed already (sunk cost), and only minimal

cash is required to operate that line, an RBOC would select UNE to overbuilding as the

lesser of two evils. We agree. However, with overbuilding now taking place in the

business and residential ends of the local market, we expect that the value of the

RBOCs' plant, Le., their sunk costs, are falling, and that plant write downs loom.
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UNE-P has made it possible for
AT&T and Mel to compete in

the residential arena

From a macroeconomic point of view there are several concerns with the UNE-P
system:

~ It's a policy-stimulated transfer of wealth (from shareholders and employees to

consumers), rather than being left to market forces.

~ In the longer-term it could rob consumers of advanced services that require the

RBOCs' plentiful cash flow to fund.

~ Asset writedowns will cause 'stock-shock' and a shock to the telecom 'supplier'
system.

UNE-P penetrating the residential and small
business market
The UNE platform is growing rapidly in use. To the CLEC the only difference between

reselling and UNEs is the cost. In fact, UNE is nothing more than resale with 2-3x the

discount, which comes to a 35%-60% discount. UNE-P has made it possible for AT&T
and MCI to compete in the residential arena. Because it is too costly to build out less

dense residential networks, UNE-P resale (and cable telephony overbuilding) are

being used to penetrate the residential and small business market. According to the

FCC, CLECs served 4.6% of those markets at the end of 2000, and 6.6% of such

markets by year-end 2001.

UNE is a creation of the prior FCC administration. Only network elements such as

switching, local loop costs and other various network elements were required under

the 1996 Act to be sold at reasonable discounts to the CLEC. The FCC decided that

the ILECs were required to "rebundle" these elements and sell them at much steeper

discounts than plain resale. Plain resale was required by the Act as well. The price was

to be the retail price charged by the Bell less avoidable costs such as selling costs.
That was interpreted to mean a 20%-25% discount to retail. However, the CLECs

didn't have any margin left over for a profit. We're not sure, however, that profit was

required by the Act. At the end of the day, the spirit of the Act was to deliver a
mechanism to jumpstart local competition, and we interpret that to mean to develop a

mechanism to allow competitors to build up a large enough base of customers - either
through UNE elements or resale to THEN justify building their own network.

Case study: AT&T UNEs
AT&Ts new senior management states that the UNE-P platform is expected to be as

successful in penetrating the business market as it has been in the residential market.

Today, T has some 3.2m local lines, of which 500,000, or 15%, are UNE-P-based.

That percentage will increase. We estimate that the UNE-P platform will be
instrumental in enabling AT&T to reach its goal of $10bn in annual business local

revenues in five years. Note: it takes T about two years for UNE-P, on its own, to

breakeven, excluding the positive impacts of bundling long distance with UNE-P.

I'- n""""',......_""".,. VI""";""", ••"..." ..... \AI_.....__..._ ..._:_
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Regulators have moved to an
active stance to redesign the

industry

Regulators hurting consumers in long run
The combination of very effective lobbying on the part of small and large (read: AT&T)

eLECs, and a democratic FCC (thought to be friendly to long distance and CLECs, not

RBOCs) prodded the FCC to create the UNE-Platform, or UNE-P. The FCC decided

that UNEs should be priced at a theoretical level, that is, what would it cost for a brand

new local network to add an access line. The assumptions include state-of-the-art

networks throughout, and perfect capital and man-hour deployments. III other words,

we believe these are imaginary, non-historic; therefore, in our opinion, this is an

unreasonable way to regulate an industry. Another related i~ue is that of regulation

altogether. In the 10 years of covering this industry, regulators have, in our view, taken

an exponentially more involved role in the "day-to-day" decisions about pricing,

mergers, service offerings, inter-carrier relationships, etc. than before the 1996 Act. It
wasn't supposed to tum out that way. Regulators have moved to an active stance to

redesign the industry, from a passive stance where carriers knew the rules and
operated fme(ywithin them. They knew what their retums would be, and didn't have to

make the very risky types of investments RBOCs have made in the past few years to
compensate for the loss of growth in the core business that has destroyed shareholder

value. On top of that the regulators have had the nerve to regulate the newer high-risk

capital retum projects such as OSL. Now every carrier move is scrutinized by a state or
FCC hearing, slowing down the communications revolution of the late 1990s. In the

short run, the consumer wins with these artificially lowered local rates. In the long term,
the consumer will suffer as ILECs cut their capital budgets by 30%, which will produce

fewer services, more network outages, and crummier customer service. The regulators

don't understand that the local industry, unlike the long distance industry, is the closest
thing in telecoms to a "natural" monopoly. Wireless, long distance and undersea

networks cost less per OS-O to build, and are constructed in a matter of months or a

year or two, not the many years it takes to build a local landline network.

End result
$1.2bn decline over last year
Figure 3: RBOC local wlrellne

Revenull ($0001) 0101 02 01 Q3 01 0401 0102 0202

VZ 10,920 10,953 10,666 10,539 10,474 10,468

YoY growth 2.9% 0.3% -1.9% -3.6% -4.1% -4.4%

SBe 10,113 10,334 10,201 10,043 9,781 9,737

YoY growth 5'()o,{, 3.6% 1.0% -1.5% -3.3% -5.8%

BLS 4,612 4,722 4,733 4,757 4,614 4,586

YoYgrowth 3.0% 3.6% 4.6% 4.4% 0.0% -2.9%

Total 25,645 26,009 25,600 25,339 24,869 24,791

YoY growth 3.7% 2.2% 0.4% -1.3% -3.0% -4.7%

RBOC Local Revenues 25,645 26,009 25,600 25,339 24,869 24,791
Note: ClweotdoN not _ out _ .....1lI.

Source: Verizon, SBC Communlcalkins, BellSoulh
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Wireless displacement is not
only affecting primary access

lines, but is having a
devastating effect on RBOe

second lines

Regulators forgot to notice that wireless is local
competition, too
In its July 2002 Local Telephone Competition report, the FCC reported that US

wireless subscribers increased from 79.7m at year-end 1999 to 122.4m by year-end

2001, or a 23.9% CAGA. With wireless carriers offering big bucket minute plans

including features like Caller 10 and free roaming, wireless phones are replacing

landlines for many consumers. As wireless companies continue to build out their

networks and improve service quality, wireless displacement will increasingly displace

RBOC landlines.

Wireless displacement is not only affecting primary access lines, but is having a

devastating effect on RBOC second lines. Second line growth for the RBOCs is

declining rapidly, primarily as a result of wireless displacement of these second lines.
For example, BLS reported a 02 02 second line YoY growth decline of 10.6%, while

SBC's second lines declined 8.7% YoY in 02 02. Historically, second lines have
increased as much as 15%-20% YoY, and just two quarters ago we estimate that

these second line were declining approximately 5%. If we estimate that the RBOCs

combined for 17m second lines at year-end 2001, and each second line generates $5
per month with a 65% EBITOA margin, then $633m of EBITOA was generated from

RBOC second lines in 2001. This $633m of EBITOA is in danger of being reduced.by
10% per year, primarily due to wireless displacement.
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Figunt 4: Dresdner Klelnwort Wassersteln RBOCs eamlngs universe

(1) Mr. Roberts has along poaiIIon in the common shares or this secuity.
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THE STATUS OF 271 AND UNE-PLATFORM IN

THE REGIONAL BELLS' TERRITORIES

• Since our May report, the FCC has granted 27ls in four states: Georgia and
Louisiana for BellSouth and Maine and New Jersey for Verizon. Applications for
seventeen states' 27ls are before the FCC now. By year-end we expect all of

Verizon to be covered by 27ls. We expect Qwest to have 27ls in all but one or

two states (Minnesota and Arizona being the ones we expect to lag). We expect

BellSouth to have all its 27ls except Florida. Finally, we expect SBC to add
California late in 2002, but do not believe the Ameritech states will get their 27ls
until the first half of2003.

• As part of the 271 process, UNE rates since May have been reduced in many
states, most notably in the Qwest Region, but also in SBC and BellSouth states.
We expect some more UNE reductions (Massachusetts, New Jersey and

Pennsylvania are pending for Verizon, for example) but expect the pace to slow
given how much UNE rates have decreased and given that the 271 process that
drives some of the cuts is nearing its end.

• For the CLECs, the lower UNE rates present the opportunity to enter the local
market with minimal up-front investment. It is not clear, however, whether some
of the more troubled companies, like WoridCom, will be able to take full

advantage. We view UNEP as being positive for the IXCs, particularly AT&T, but

do not believe that it is enough to stem the declining revenues and profitability of
the consumer long-distance market.

• From the RBOC-investor's perspective, UNEP presents several problems. One is
the reduction in revenues that comes from converting retail to wholesale revenues.
The other is the pricing compression that comes from the RBOCs' own attempts to

restructure their prices to compete with the new entrants. Finally, there is the
exposure during a period when an RBOC cannot yet enter long-distance, but the

IXCs have begun to enter its local market. Among the RBOCs, SBC is by far the
most exposed. In California and in the Ameritech states, it has super-low UNEP

prices and no ability to counter an IXC's entry with an all-distance plan. It is
possible that Verizon will also see some meaningful share loss in the next few
months, but we do not see the IXCs being as focused on it as they are on SBC,
particularly in California.

1-888-751-9000
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THE STATUS OF 271 AND UNE-PLATFORM IN THE REGIONAL
BELLS' TERRITORIES

Over three months have passed since we last published our report "The Status of

271 and UNE-Platform in the Regional Bells' Territories". Given the recent

flood of 271 filings with the FCC and the concomitant changes to UNE-Platform

(UNEP) rates made by individual state commissions, we thought it timely to provide

an update.

• The flood of applications for in-Region long distance entry under section 271
of the Telecom Act (271) is reaching its crest. Fourteen 271s have been

granted to the Regional Bells (RBOCs) so far, and the FCC has applications for
seventeen more before it right now: Alabama, entucky, Mississippi, North

Carolina and South Carolina for BellSouth; Colorado, Idaho, Iowa, Nebraska,
North Dakota, Montana, Utah, Washington, and Wyoming for Qwest; New

Hampshire, Delaware, and Virginia for Verizon.

• By year-end 2002, we expect 271s to cover all BellSouth states except Florida,
all Qwest states except Minnesota and possibly Arizona, and all Verizon states.
SBC has a good chance of having California granted by year-end, and a slight
chance of having Michigan granted as well, with the rest of the Ameritech

states likely to slip into the first half of2003.

• As the RBOCs have prepared to submit their 271 s, they and their state
commissions have made changes to their unbundled network element (UNE)

prices. While commissions do occasionally change UNE prices independently
of the 271 process-as New York did earlier this year and as Massachusetts,
New Jersey, Texas and Pennsylvania are doing now-most changes have been

made as part of the 271 process. Thus, both because UNE rates have been

lowered sharply in most states over the last year and because the 271 process is
ending, we expect a slower rate of change to UNE prices over the next year or

two than we have seen in the last few months.

• The actual implementation of UNEP accelerated in the last few months, as
competitive carriers (CLECs) have focused more on this market. WorldCom's
MCI division, in partnership with Z-Tel launched its Neighborhood Plan in
April. AT&T has added local UNEP-based service in six states to its original
two since March of2002 and will probably add another two states this year. In
early 2002, AT&T was offering UNEP-based local service only in New York
and Texas. Since March, it has added Michigan, Georgia, Illinois, Ohio,
California, and New Jersey. It has indicated that it will also enter Pennsylvania
and Massachusetts this year. We expect it to push hard in California, where it
will fight hardest to protect its long-distance market. WorldCom's MCI
division introduced its Neighborhood plan in April and appeared ready to

pursue entry in at least the urban zones throughout most of the country. Entry
by these long-distance carriers (IXCs) has been partly in response to potential

entry by the RBOCs into the long distance market in a given state and partly in

response to lower UNE prices. Given the financial problems at WorldCom and
the changes in AT&T's structure and management as it merges its Broadband
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unit with Comcast it is somewhat difficult to predict how hard they will push

UNEP. We expect some backing off on WorldCom's part, and a harder push

in a small number of states on AT&T's.

• At least in theory, the greatest exposure to changes in UNE prices is to SBC.

AT&T just began deploying UNEP in California, where SBC will not be able

to respond on the long-distance side till around year-end 2002, at best. AT&T

is also in Michigan, Illinois, and Ohio, where it is unlikely that SBC will be

able to respond on the long-distance side till sometime in the first half of 2003.

As we indicate below, UNEP discounts are greatest overall in the SBC Region.

BellSouth is seeing UNEP-based entry primarily in Georgia and Florida, but

AT&T has not yet entered Florida. Florida is the only state in which we do not

expect BellSouth to have a 271 till late first quarter 2003. Qwest's rates have

recently dropped in a number of states, so that the Regional average UNEP rate

has dropped from $28.21 to $23.97. However, we do not believe that entry

into Qwest's territory is a high priority for the lXCs at any price. Verizon's

rate at $20.23 is the second lowest on a Regional basis, but that rate is

relatively stable vs. May of 2002. It is also worth noting that Verizon has not

lost much market share since rates in New York were lowered in January.

AT&T has indicated that it will enter Pennsylvania and Massachusetts this

year, but neither the timing nor the level ofeffort in those states is clear to us.

• The Supreme Court has affirmed the FCC's right to designate TELRIC (Total

Element Long Run Incremental Cost) as the methodology by which UNE

prices are set. More broadly, in its May 2002 Verizon Communications v.

FCC decision, the Supreme Court appeared to affirm the FCC's right to

designate any method other than rate-of-return, which is specifically precluded

by the Telecom Act, for the purpose of setting UNE prices.

• The long-term survival of UNEP is, nevertheless, in question. In its May 2002

Verizon decision, the Supreme Court reaffirmed the "necessary and impair"

standard, which it had already highlighted in its January 1999 Iowa Utilities
Board v. FCC decision. On May 24th, in its USTA v. FCC decision, the D.C.

Circuit of Appeals remanded to the FCC the 1999 UNE order in which the

FCC attempted to refine the list of required UNEs in accordance with the

Supreme Court's "necessary and impair" standard. The D.C. Circuit also

vacated the FCC's line-sharing order. The FCC has appealed back to the full

D.C. Circuit some aspects of the court's decision.

• All of these judicial decisions will have an impact on the triennial review

which was initiated by the FCC in December of 2001 to decide which UNEs

still meet the "necessary and impair" test. The triennial review was expected

to conclude this year. If the D.C. Circuit does accept the FCC's appeal, we

believe it is unlikely that the FCC will issue an order in the triennial review till

after the court rules, most likely some time next spring. Aside from delaying

the conclusion, the various court decisions are likely to drive the FCC toward a

more granular analysis than it had done in the past. That was the bent of the

current FCC anyway, but the D.C. decision reinforces it. For example, we

would not be surprised to see switching removed as an element in some
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markets fairly quickly and in others over some longer transition period. Other
elements also might be removed over time in some geographic and customer

markets. If the FCC decides to take granularity down to the wire-center level,

it may leave actual implementation in the hands of the states, but with fairly

tight rules to guide that implementation. In the context of UNEP, what is

significant about the removal of an individual element is that it makes it

necessary for the CLEC to do some work to reassemble the line when it inserts

its own equipment. That will make it more difficult to move large numbers of
customers rapidly. Thus, the timing and outcome of the triennial review is
very important both to the CLECs!lXCs who use UNEP and to the RBOCs

who are wholesaling lines to those CLECsllXCs at deep discounts.

• The actual financial impact of UNEP on either the RBOCs or their competitors

is, of course, what investors care about. Unfortunately, it is difficult to
quantify because it depends so much on the companies' strategies. The more
CLECs are able to cream-skim in a given market, the better their own margins
and the greater the damage to the RBOC. The CLECs' ability to cream-skim,

in turn, depends not only on the CLECs' own strategies, but on the RBOCs'
win-back efforts, which often include the introduction of new pricing plans and
the RBOCs' ability to offer all-distance plans. Thus, damage to the RBOCs'

financials comes not only from the conversion of retail revenues to wholesale

revenues, but from a broader repricing in response to competition. The offset
from long distance appears to be fairly minor, at this point. Although
ultimately all-distance customers may be "stickier" than those who use only
one service, initially both sides are likely to spend more on marketing to fight

churn than they did before.

• Our May I, 2002 report included one effort at such an analysis. It found that

UNEP creates a discount of about 19% to 42% below retail residential revenue.
Using the same retail rates, those discounts would now range from 24% to

50%. Another way to look at the issue is to use the FCC's rate reference
book, which relies, in turn, on TNS bill-harvesting data. According to this
data, average residential spending per household on local service is $426 per
year and on long-distance $176 per year. Assuming 1.2 lines per household,

that would equate to about $30 per line in local revenue plus about $4 per line
in access charges for a total revenue per line of about $33-$34. That figure
falls within the range of $30-$34 for retail consumer revenue that we had
estimated in May, although both calculations present potential problems. For
the TNS data, specifically, it is not clear whether taxes and Universal Service

Fund contributions which an RBOC would simply pass through to the
government are included in the revenue. With that caveat, we are using $33.50
as a national average residential rate. That leads to UNEP discounts on a
Region-wide basis of 27% in BellSouth, 28% in Qwest, 48% in SBC, and 40%

in Verizon. The TNS numbers also indicate that the RBOC would need to gain

more than three long-distance customers to make up for the revenues from any
local customer it loses ($474 of local plus access revenue vs. $128 of long

distance revenue net of access). And-given the different margin structures of
the industries-it needs more than that to make up for the lost cash flow. Of

course, to the extent that an IXC can capture small business customers whose
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retail spending is higher than that of consumers, the damage to the RBOC is

greater. For some time, at least, while the industry restructures itself into an

"all distance" market, the UNEP vs. 271 game is likely to be "negative-sum,"

with both the RBOCs' and IXCs' profits hurt by lower revenue and higher

marketing costs.
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·ApPENDIX

SUMMARY OF CHANGES TO UNEP REpORT, MAY TO AUGUST, 2002

Changes in methodology and corrections of errors:

• We changed our MOU (minutes of use) assumption from 1200 to 1411, to

account for toll minutes, based on footnote 252 of the FCC's Pennsylvania

order.

• For the columns that calculate full UNEP based on DEM (dial-equipment

minutes), there is no change. Thus, for comparison, we are showing full UNEP

based on DEM for both May and August in our tables.

• We corrected an error in the formula that calculated amortized non-recurring

charges for Verizon's MA, NH, NY, DE, PA. For NY, S, MO, 0 and TX,

we now have some non-recurring charges that we did not have in our last

iteration. For Maryland, we are no longer using the compliance rates that we

used in May. Statewide loop rate averages changed in several BellSouth,

Qwest and Verizon states, though the actual rates did not, based on new

estimates of the distributions of lines per zone: Y, LA, MS, SC, NM, ME, RI,

PA.

• Once we assemble our data, we ask all the relevant state commissions, RBOCs

and the two major IXCs to comment on its accuracy. We received specific

feedback on the accuracy of our tables from all the RBOCs and many states.

SUMMARY OF RBOC CHANGES

• UNE prices continue to trend down.

• For all RBOCs the full UNEP average (assuming DEM) dropped by 10% from

that which we reported in May.

• On a national basis, full UNEP average (assuming DEM) now stands at $20.28

vs. the $22.58 average we reported in May.

• The range is a high of $24.38 for BellSouth and a low of $17.50 for SBC,

within the range we predicted in our May report.

• SBC experienced a roughly 20% decline (with an even sharper decline in

California) and Qwest experienced a roughly 15% decline in full UNEP

(DEM) average since our May report.

• The RBOC-wide total switching and transport average dropped 21 %, from the

$8.34 we reported in May to $6.59 in August.

• Several states' full UNEP (DEM) price appear to increase or actually increased

from that which we reported in May. In some cases, as noted above, we

changed the non-recurring formula. In some cases we changed the distribution
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of loops among zones, thus changing the average. In a few cases, rates actually

rose. In AL, FL, LA, MS and SC, there is now a cross-connect charge that is

part of the non-recurring charges that we amortize. In Oregon, the port rate

increased slightly.

- Anna Maria ovacs, Ph.D., CFA

ristin L. Burns, Ph.D.

- Gregory S. Vitale
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COMPANIES MENTIONED IN THIS REPORT

Company Name Symbol Price

BellSouth BLS $25.44

SBC SBC $27.89

Qwest Q $2.82

Verizon VZ $31.18

AT&T T $11.79

WorldCom's MCI WCOEQ $0.12

Z-Tel ZTEL $1.44

Comeast CMCS $22.99

Dow Jones Industrial DJIA 8,887.87

S&P 500 Stoek Index SPX 941.06
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EXHIBIT 1: UNBUNDLED NETWOR ELEMENT RATE COMPARISON MATRIX SUMMARY - ALL RBOCS

TOTAL MAY 1001 FULL
% OFTOTAL SWITCHING AND TOTAL SWITCHING FULL UNEP FULL UNEP UNEP

ACCESS ACCESS LOOP RATE (per TRANSPORT (per AND TRANSPORT ALL OTHER (per ALL OTHER ORIGINATING AND ORIGINATING AND ORIGINATING AND
RBOC Regiopwlde Aver'g,. LINES (0001) LINES mootb) mootb) (per mootb) montb) (per montb) TERMINATING TERMINATING TERMINATING

As•••,. 1411 Allum"DEM AIIUID" 1411 Allum,. OEM Allum,.14lt Allume. DEM Allum,s DEM
orielaatinc _inut,. • inute. orielaatinc minut,. lIIinute. orlelaatinc miDute. minute. minute•

I EY INPUTS I SUBTOTALS I TOTALS
Ave...e, All RBOCS 145,078 100% Sl3.04 57.18 56.59 50.61 50.66 510.94 $10.18 $11.58

HIgb 516.60 58.42 56.97 51.61 52.01 524.58 S24.38 S28.21

R.IlW:. Q Y.Z. Q IlkS. IlkS. Q IlkS. Q
Low SII.03 S5.92 S5.91 SO.19 SO.18 S18.30 S17.50 S19.81

RBOC SBC BLS SBC VZ VZ SBC SBC VZ
24,051 17-/. S15.41 55.91 56.95 51.61 51.01 511.94 514.38 $16.06

Hllb S22.37 56.78 58.77 52.63 53.11 S29.34 529.82 536.09
Sta'e M.S. w;. QA a a M.S. M.S. AI.
Low SI2.S5 54.30 S5.31 50.99 51.18 519.48 520.88 520.90

State GA TN TN Y MS TN TN TN
0.11" R••io_w·d "v-. 17,961 11-t. 516.60 57.55 56.97 50.43 50.40 514.58 513.97 518.11

Hllb S23.98 512.22 510.15 50.75 50.70 534.95 534.64 539.98

~ MI m m Q.B. Q.B. MI MI MI
Low 513.43 55.13 54.44 50.18 50.18 520.65 520.54 522.17
Sta., UT NM NM lA IA UT UT OR

wldeAn. 58,138 40-J. 511.03 56.67 55.91 50.60 50.55 51B.30 517.50 511.54

Hllb 520.52 513.24 SlO.13 52.90 52.82 533.84 530.63 530.54

~ NY NY ~ ~ ~ NY NY NY
Low 57.01 53.85 53.71 50.03 50.02 S12.20 S12.05 514.50

Sta'e OH IN IN IN IN IN IN MI
AMERITECH Region Avg. 11,841 38,.. 59.11 56.41 55.94 50.65 50.58 516.18 515.73 516.31

Hllb 510.90 511.27 510.13 52.90 52.81 525.07 523.85 523.85
Sta.e ~ ~ ~ ~ ~ ~ M M
Low 57.01 53.85 53.71 50.03 50.02 S12.20 512.05 514.50

State OH IN IN IN IN IN IN MI
PACIFIC BELL Region Avg. 19,001 33% SlU5 56.90 55.54 50.08 50.08 517.13 Sl5.77 517.54

Hllb 520.52 513.24 510.02 50.08 50.08 S33.84 530.63 530.54

~ NY NY NY !:AJiY !:AJiY NY NY NY
Low 59.93 56.77 55.44 50.08 50.08 516.78 515.46 527.47

Sta', CA CA CA CA,NV CA,NV CA CA CA
SWBT Region Avg. 17,196 JO-/. 514.31 56.73 56.19 51.10 51.01 511.14 511.63 511.54

HIgb 515.71 58.45 58.03 51.37 51.30 S25.53 525.03 524.88
Stat, 0- 0- 0- 0- 0- Q...... Q...... Q......

Low 513.09 55.75 55.16 SO.27 SO.27 520.13 519.60 519.49

State AR AR. S S MO MO AR S S
Veri••• h. 44,917 3'-Je 511.93 58.69 57.11 50.19 5U8 511.81 510.13 519.81

Hllb 524.58 520.82 519.32 50.69 50.66 545.52 544.02 544.02

~ YC!l. YC!l. YC!l. I2E. I2E. YC!l. YC!l. YC!l.
Low 59.52 56.41 S5.25 50.00 50.00 517.15 515.14 515.14

Sta'e NJ NY PA DC DC NJ NJ NJ
NYNEX Region Avg. 19,487 43% Sl1.91 58.13 5Ul 50.13 50.11 $11.18 519.85 510.36

Hllb 518.10 512.91 510.54 50.46 SO.38 528.08 525.42 529.77

~ Iili MA IT Iili Iili MA MA Iili
Low 511.49 56.41 55.59 50.04 50.03 517.98 517.17 517.35

State NY NY NY RI,VT RI,VT NY NY NY

BELL ATLANTIC Region Avg. 15,439 57% 511.95 59.11 57.35 50.14 5Ul 511.31 $10.51 519.39

Hllb S24.58 S20.82 519.32 50.69 50.66 545.52 544.02 544.02

~ YC!l. YC!l. YC!l. I2E. I2E YC!l. YC!l. YC!l.
Low 59.52 56.49 55.25 50.00 SO.OO 517.15 515.14 515.14

Sta'e NJ PA PA DC DC NJ NJ NJ

Source: Company Financial reports and regulatory filings including tariffs, interconnection agreements and ARMIS reports; CCMI estimates.
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EXHIBIT lA: UNBUNDLED NETWOR ELEMENT RATE COMPARISON MATRIX SUMMARY - ALL RBOCS

Lont OTHER
Local origiaating ter.i••tinl SWITCHING AND Other Switching Other Switching FEATURE TOTALDEM

LOOP RATE PORT RATE SWITCHING (per SWITCHING TRANSPORT (p., DUF (p.' DUF (p., and TUBlport and Tn.sport COST (per AMORTIZED (per line, per
Bor D..lo-wld. A.er.... (p., mo.lh) (per .onth) MOU) (p., MOU) MOU) month) month) (p., mo.lh) (p., mo.lh) mODth) NRC (p., mo.lh) mo.lh)

AII.me11411 Aua.ell"'11
orilin•• iag AuumeJ o'illaallac Assumes OEM

_Ina'es OEM mlaates mi••te. IIIlnates

I EY INPUTS I SUBTOTALS I
A••roC., All RBOCS 513.04 51.01 50.001663 50.001547 50.000675 50.45 50.48 50.95 50.81 50.33 50.17 1,171

HICh 516.60 52.49 50.002318 50.002199 50.001036 51.46 51.C6 51.46 51.32 50.61 50.23 3,168
B..I!Q!;. Q S.!K vz vz Q Ill..S. Ill..S. Q Q !!.kS. SBC BLS

Low 511.03 51.41 50.001150 50.001150 50.000517 50.06 50.05 50.73 50.56 50.20 50.13 1,871
RBOC SBC Q SBC SBC BLS VZ VZ BLS VZ VZ Q,VZ VZ

IR.,IS••lh D••I"wid. Av" 515.42 51.73 50.•01151 50.0.1151 50.••0517 51.46 51.86 50.73 50.93 50.61 50.14 3,161

HICh 522.37 52.80 50.001868 50.001868 50.000782 52.45 52.94 51.10 51.46 52.26 50.22 3,574

!!a!! MS. S£ LA LA ...:t. EI. a ...:t. ...:t. EI. ~ GA
Low 512.55 51.15 50.000703 50.000703 50.000408 50.88 51.03 50.58 50.80 50.00 50.06 2.754

State GA Y AL AL AL NC MS AL AL ALGA, Y,LA, Y MS
.e.t Re.lobwide Av•. 516.60 51.41 50.001731 50.001731 50.001036 50.30 50.18 51.46 51.32 50.40 50.13 1,219

HICh 523.98 52.64 50.003469 50.003469 50.001301 50.39 50.46 51.84 51.66 54.76 50.36 2,947
Stille MT WY SD SD MN MN,ND,OR, ND MN MN VT OR ND
Low 513.43 50.93 50.000000 50.000000 50.000721 50.00 50.00 51.02 50.83 50.00 50.00 2,001

State VT VT VT VT NM IA IA NM NM :,CO,IA,ID,MN,~ MN SD
SBC R.alo.wld. A••. 511.03 $1.49 50.001150 50.001150 50.000746 50.36 50.31 51.05 50.81 50.19 50.13 1,974

HiCh 520.52 56.25 50.002259 50.002259 50.005408 51.06 51.02 57.63 55.52 50.90 52.57 2,386
§!!!£ MY 'In 0- 0- NV A SO IX A- MY MY ~ 'In AR
Low 57.01 50.18 50.000000 50.000000 50.000299 50.00 50.00 5D.42 50.38 50.00 50.01 1,764

State Oil CA IL,IN IL,IN IX CA,NV,MO CA,NV,MO IX TX IL,IN,OH,MI,WI IN IL
AMERITECIl Region A.g. 59.11 54.10 5•.000436 58.000436 5•••00110 50.17 50.10 51.14 50.88 50.80 50.38 1,906

HICh 510.90 56.25 50.001l19 50.001l19 50.001247 50.33 50.27 51.76 51.36 n/a 52.57 2,097
§!m 'In 'In 'In 'In 'In 'In !ill lIll lIll nl! lIll !ill
Low 57.01 52.53 50.000000 50.000000 50.000548 50.02 50.01 50.77 50.58 n/. 50.01 1,764

State Oil MI IL,IN IL,IN MI IN IN MI MI n/a IN IL
PACIFIC BELL Region A.g. SIO.IS 50.90 50.001481 50.001481 50.081036 50.00 50.00 51.46 51.07 50.88 50.08 1,813

HICh 520.52 51.63 50.001610 50.001610 50.005408 n/a n/a 57.63 55.52 50.90 50.08 1.814
St.te NV NV NV NV MY nlI lliI NV NV CA CA.NV ~

Low 59.93 50.18 50.001480 50.001480 50.000944 n/a n/a 51.33 50.98 50.00 50.08 1.786
State CA CA CA CA CA n/a n/a CA CA NV CA,NV NV

SWBT Region Avg. 514.31 51.08 50.001688 50.001618 50.000345 50.89 50.81 58.49 50.44 50.00 50.11 1,137

HICh 515.71 52.22 50.002259 50.002259 50.000489 51.06 51.02 50.69 50.64 50.00 50.31 2,386

~ 0- IX 0- 0- 0- AR 8.0 IX AI!. 0- 0- n!J. 0- AR
Low 5 1l.09 51.61 50.001490 50.001490 50.000299 50.00 50.00 50.42 50.38 50.00 50.18 2,115

St.te AR AR, S AR, S AR, 8 IX MO MO IX IX n/a TX S
V.rl.o. R......wld. ". 5U.93 51.79 50.001575 5....1199 5'."'513 50.06 5'''5 5'.74 5• .56 50.10 50.13 1,871

Hllh 524.58 52.57 50.001868 50.005622 50.001540 50.43 50.35 52.17 51.65 51.36 50.56 2,277

~ YCi. ttY YCi. YCi. MA. Illi Illi MA. MA. MIl I!E. Yr:L
Low 59.52 50.71 50.001147 SO.OOI II I 50.000162 SO.OO SO.OO SO.23 SO.16 SO.OO 50.00 1,317

St.te NJ Nil NY NY VA NY,DC NY,DC VA NJ ME,MA,DC,DE. RI,VI,DC DC
NYNEX Region A.g. 513.05 $1.14 5'.001131 50.00"'4 50.00087S 5'.'3 5'.'3 51.14 50.95 50.17 50.09 1,908

Hllh 520.96 S2.57 SO.004003 SO.004003 SO.001540 SO.43 50.35 S2.17 SI.65 SO.32 SO.\5 2,009

~ !'ill !IT YI YI MA Nil Illi MA MA- !!J. MA YI
Low 511.49 SO.71 SO.001147 SO.OOIlII SO.000578 50.00 50.00 SO.82 50.63 50.00 SO.OO 1,870

St.te NY Nil NY NY NY NY NY NY NY ME,MA RI,VI MA

BELL AILANTIC Region Avg. 511.95 5I.4S 5....3144 5....1501 5.....153 5'.09 5'.86 5'.36 5••17 5'.11 5'.16 1,141

Hllh 524.58 52.23 50.008868 SO.005612 50.000696 50.13 50.12 50.98 50.70 51.36 50.56 2,277

~ YCi. I!E. Yr:L Yr:L IK ~ :Jt:i.. m:;. :Jt:i.. MD 1m WV

Lo. 59.52 50.73 50.001802 50.00\6\5 50.000162 50.00 SO.OO 50.23 50.\6 50.00 50.00 1,317

St.te NJ NJ PA PA VA DC DC VA NJ DC,DE,NJ DC,NJ,WV DC

Source: Company Financial reports and regulatory filings including tariffs, interconnection agreements and ARMIS reports; CCMI estimates.
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EXHIBIt 2: UNBUNDLED NETWOR ELEMENT RATE COMPARISON MATRIX SUMMARY - BELLSOUTH
MAY 2002 FULL

TOTAL TOTAL UNEP
SWITCHING AND SWITCHING AND FULL UNEP FULL UNEP ORIGINATING

DENSITY ACCESS ." orTOTAL LOOP RATE (per TRANSPORT (per TRANSPORT (per ALL OTHER (per ALL OTHER (per ORIGINATING AND ORIGINATING AND AND

U4ll ZONES LINES (000) ACCESS LINES moath) moath) moath) month) month) TERMINATING TERMINATING TERMINATING

A.lumes 1411 A••amel DEM A.lumes 1411 A••umel DEM A,.ameI1411 ASSUlDt' OEM Allume. DEM
origiaatiDI minutel .inute. origiaatiDg minutes minutel orilla.tine .. inutes minute. miautes

I EYINPUT I SUBTOTALS I TOTALS
AI.bama Avg. 1,942 B% 516.66 54.55 55.46 51.01 51.43 522.28 523.55 536.09

I 511.55

2 520.04
3 533.65

Florida Avg. 6.514 27% 515.55 56.03 56.55 52.63 53.11 524.21 525.21 526.18
I 511.17
2 515.89
3 530.10

Georc ia AVB· 4,115 11% 512.55 56.61 58.11 51.11 52.51 520.93 523.83 523.83
I 510.80

2 512.41
3 519.83

entacky Avg. 1,232 5% 511.26 55.21 56.53 50.99 51.29 523.46 525.08 523.36

1 59.64

2 514.31
3 530.59

Louisiana AVB· 2,351 10% 516.24 56.63 51.81 51.05 51.26 523.91 525.31 525.31

I 511.11

2 522.39
3 548.26

Mlllillippi AVB· 1,326 6% 522.31 55.90 56.28 51.01 51.18 529.34 529.82 529.01

I 510.98
2 515.91

3 525.04
4 543.68

North CaraUaa Avg. 2,413 10". 514.18 56.18 51.64 51.10 51.21 $22.06 523.09 521.00
I 510.15

2 519.05
3 530.33

South Carolina Avg. 1.415 6'Y. 516.51 56.15 56.81 51.08 51.26 523.14 524.58 526.93

I 513.16

2 520.38
3 $26.04

Teanellee Avg. 2,624 11% 514.12 54.30 55.31 51.01 51.45 519.48 520.88 520.90

I 512.48

2 516.31
3 521.32

Source: Company Financial reports and regulatory filings including tariffs, interconnection agreements and ARMIS reports; CCMI estimates.
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EXHIBIT 2A: UNBUNDLED NETWOR ELEMENT RATE COMPARISON MATRIX SUMMARY - BELLSOUTH

I
n
~

~

~
~
.'"
~

LOCAL LOCAL OTHER
ORIGINATING TERMINATING SWITCHING AND Other Switchiac Other Switchinc TOTALDEM

LOOP RATE (per PORT RATE (per SWITCHING (per SWITCHING (per TRANSPORT (per ••d Tra••port and Tra.lpor. FEATURE COST AMORTIZED (per line, per
nAn .oatll) moath) MOUI MOUI MOUI OUF (per .onth) DUF (per ....tb) (per month) (per moa'lI) (per month) NRC (per month) montb)

AIS.mel1411
A....e.t411 A••a... cI DEM oriel••UaC A......eaDEM

orill••tiDc_inatet .. i.atci .. Inatel mia.tes

I EYINPUTS I SUBTOTALS I
AI.ha... a 516.66 $2.24 50.000703 50.000703 50.000408 50.92 5\.28 50.58 50.80 50.15 3,444

511.S5

520.04

533.65

Florida 515.55 51.17 50.000766 50.000766 50.000505 52.45 52.94 50.71 50.85 52.26 50.17 2,960

511.77

515.89

530.70

Ceara'· 512.SS 51.79 50.001633 50.001633 50.000559 51.66 52.40 50.79 51.14 50.00 50.11 3,574

510.80

512.47

519.83

cntucky 517.26 51.15 50.001197 50.001197 50.000782 50.93 5\.23 51.10 51.46 50.00 50.06 3,272

59.64

514.37

530.59

Louisiana 516.24 51.36 50.001868 50.001868 50.000465 50.90 51.12 50.66 50.81 50.00 50.14 3,052

511.77

$22.39

548.26

Mi'llnlppi 522.37 52.64 50.001027 50.001027 50.000513 50.92 51.03 50.72 50.81 50.15 2,754

510.98

515.91

525.04

543.68

Nor.1I Caroli... 514.18 $2.28 50.001500 50.001500 50.000561 50.88 51.05 50.79 50.94 50.00 50.22 2,944

510.75

519.05

530.33

South Caroli•• 516.51 52.B0 50.001052 SO.0010S2 50.000534 50.93 51.11 50.75 50.90 50.15 2,954

$13.76

$20.38

526.04

Te.Denec $14.12 51.70 50.000804 50.000804 50.000432 50.98 SI.36 SO.61 50.85 SO.OO 50.09 3,438

S12.48

516.31

$21.32

,.)

" Source: Company Financial reports and regulatory filings including tariffs. interconnection agreements and ARMIS reports; CCMI estimates.
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TOTAL

TOTAL SWITCHING MA Y 1001 FULL
SWITCHING AND AND FULL UNEP FULL UNEP UNEP

DENSITY ACCESS % or TOTAL LOOP RATE (pe. TRANSPORT (pe. TRANSPORT (pe. ALL OTHER ALL OTHER ORIGINATING AND ORIGINATING AND ORIGINATING AND
STATE ZONES LINES (0001) ACCESS LINES month) montb) moath) (pe. month) (per month) TERMINATING TERMINATING TERMINATING

Allame.1411
Allume.1411 Auamel DEM orillaatiDI Allume. DEM Allame.1411 AlISume. DEM

orilla.tiBlminute. lDinate. minute. ..inute. orillaating minute. ID inute. Assume. DEM minutel

I EY INPUT I SUBTOTALS I TOTALS
Arizona Avg. 3,001 17". ~15." f10.05 """"ST.RO -so.ro SO.33 ~26.20 $24.98 S36.62

I S5.91
2 SI2.3\
3 S32.74

ILO oraao Avg. 2,9'V 10~ S15.86 S6.82 >o.TT >lI.IT ~v.40 UJ.Il S22.38 $23.95
1 S5.91
2 SI2.31
3 S32.74

,Idano Avg. 58' 3~ S20.42 S6.93 >5:90 >lI3lr SO.44 SV.8' $26.82 S35.14
\ S\ 5.8\
2 S24.0\
3 S40.92

ow. Avg. ,16' 0'Yo S\6.4· S~'.22 --SO.rr -SO.IT ~v.18 ~lJ.' S23.4' ~28.'v

\ S13.ll
2 S15.64
3 S27.27

M IDnelof. Avg. _,>83 IJ' • ~ 1 •• ~, d' S6.80 SV.39 'V.» .", .0' S25.02 S25.02
I $8.81
2 S\2.33
3 S14.48
4 S21.9\

IMoatana Avg. 394 2"/. >l3." TrO.4, ""TI1!.T> >lI3"T ~V.51 ~j4.95 S34.04 ~39.98

BRA S23.10
I S23.90
2 S27.13
3 S29.29

INeb.ask. Avg. 508 3~ S17.5 $8.69 -n:IlI -SlJ.JT ~v.31 ~lO." S20.02 ~30.80

\ S12.14
2 S28.\1
3 S62.50

INew MeXiCO Avg. 89. 5'Yo S2 .43 S5.13 -S4." SlJ:4Il ~V.41 >lJ.V. ~2'.l9 ~2'.9

1 S17.75
2 S20.30
3 S26.23

11'l0"b uno" Avg. 220 . SI .19 SB.59 S10.01 SO.5' 'V.b4 '"b. " >l•.•• »3.la
I S14.n
2 S24.92
3 S56.44

orelon Avg. 1,522 8'Yo S 15.00 S7.2~ S639 SO.75 ~V./V ~H.Vl SU.H ~U.

I SI3.95
2 525.20
3 S56.21

O"b unot. Avg. 212 .. SII.O. SI •.22 S10.25 ~O.'I .V.> , .».," S3 ./1 S32.58
1 S17.01
2 SI8.54
3 S24.37

U'an AVB· 1,140 0'Yo S13 .•3 SO.95 S6.85 SO.2~ .V.", S20.65 S20.54 $29.09
urhan S\1.41

suburban S13.83
rural 5\9.\1

IWalll··atoD Avg. l,M ,,,. SI4." ~,.. , ~'.80 ~ SO.50 S2V.18 S2v. ~2'.VO

\ S6.41
2 S11.35
3 S\2.76
4 S14.31
5 5\9.06

IWYo. nl Avg. 214 2~ $23.58 SB.B S '.9~ SO.50 .V.," '3".b S32.02 S37.45
BRA S\9.9\

I 526.94
2 S30.13
3 S40.98

EXHIBIT 3: UNBUNDLED NETWOR ELEMENT RATE COMPARISON MATRIX SUMMARY - QWEST

Source: Company Financial reports and regulatory filings including tariffs, interconnection agreements and ARMIS reports: CCMI estimates.



EXHIBIT 3A: UNBUNDLED NETWOR ELEMENT RATE COMPARISON MATRIX SUMMARY - OWEST
(")
a
3:

~
(")

~
f
~
~

TOTAL DEM
(per montb, per

line)
AMORTIZED

NRC (pe. month)

FEATURE
COST (pe.

month)

Ass.me. OEM
minute.

Other Switch i_I .ad Other Switching and
Tnnsport (per Transport (per

month) month)
DUF (pe.

month)

Au.mes A...mc.1411
DEM minute. orilla.tiDI miaute.

DUF (pe.
month)

A..... e.1411
0.111..1181

.. Inute.

OTHER
SWITCHING

AND
TRANSPORT (pe.

MOU)

Local
tenninaUag

SWITCHING
(per MOU)

EY INPUTS

Localoriel••tiDI
SWITCHING

(pe. MOU)

PORT
RATE
(pe.

month)

S5.9\
SI2.3\
S32.74

SI5.8\
S24.01
S40.92

LOOP
RATE (pe.

month)

inDelota

razo••

ISTATE

ontl.1

chriS".

58.81
5\2.33
5\4.48
521.91

512.14
528.1\
562.50

S13.95
S25.20

08" Dakoi.
S56.21
$21.09
S17.01
S18.54

taL
S24.37
$IJ.43
SI1.41
513.83

••&I8 cioD

519.11
114
S6.41

S11.35

" !WYOaI8.

S12.76
514.31
S19.06
$2].5i
SI9.9\
$26.94
S30.13
540.98

Source: Company Financial reports and regulatory filings including tarifft. interconnection agreements and ARMIS reports; CCMI estimates.



EXHIBIT 4: UNBUNDLED NETWOR ELEMENT RATE COMPARISON MATRIX SUMMARY - SBC

FULL UNEP May 1001 FULL
-;. of TOTAL TOTAL SWITCHING TOTAL SWITCHING FULL llNEP ORIGINATING llNEP

DENSITY ACCESS ACCESS LOOP RATE (per AND TRANSPORT (per AND TRANSPORT (per ALL OTHER (per ALL OTHER (per ORIGINATING AND AND ORIGINATING AND
nAn ZONES LINES (000.) LINES ••••h) ••a") ••a") ID.a") ....th) TERMINATING TERMINATING TERMINATING

A...... 1411 A....... 1411 A•••••• OEM A••••e...." A......e.OEM A••••e. OEM

orll'•••_1 • i.atel AU•••I DEM ..1.at.1 orll'••Ua...I.a'" .1••t.1 orilla.tiDCIIII.ate. lIIiaates lIIiaute.

I EYINPUT I SUBTOTALS I TOTALS
Lr,L -Allie ee. I
IIU••I. wId. avg. 7,216 12% 5953 56.35 55.96 58.41 50.31 516.28 515.81 515.96

metro 52.59
suburban 57.07

rural 511040
I.dl••• wid.. aVI. 2.396 4% $8.32 53.85 53.71 50.D3 50.02 512.20 512.05 516.87

metro 58.03
suburban 58.15

rural 58.99
MI••,••• wId.•vg. 5.629 10% 510.16 54.59 54.09 50.30 50.25 515.06 514.50 51450

metro $8.47
suburban $8.73

rural 512.54

0.'. WId. avg. 4,306 7% 57.01 5HO 57.32 50.64 50.59 515.45 514.93 514.96
urban 55.93

suburban 57.97
rural 59.52

Wi.e••,I. WId. avg. 2,294 4% 510.90 .11.27 510.13 52.90 52.12 525.07 523.85 .23.85
suburban 510.90

rural 510.90
1&..1:.... • .CII~ aell

Canfarai. Wid. avg. 18,612 32% 59.93 56.77 55.44 50.08 50.08 516.78 515.46 527.47
1 5B.l8
2 511.27
3 519.64

Nevad. Wid. avg. 389 1% 520.52 513.24 510.02 50.08 50.08 Sl3.84 530.63 530.54
urban 511.77

suburban 522.64
rural 566.25

ILCo'-' - ;,O.'."llIlr. Dell

Ark••••• WId. avg. 1.071 2% 513.09 55.75 55.61 51.29 51.26 520.13 519.96 519.82
urban 511.86

suburban 513.64
rural 523.34..... wtd.IVI· 1.423 2% 513.30 55.75 55.16 51.30 51.\5 520.35 519.60 519.49
urban 511.86

suburban 513.64
rural 523.34

Mi••oari wtd. avg. 2,742 5% 515.19 >7.93 57.26 50.27 50.27 523.39 522.72 522.63
urban 512.71

suburban 518.64
rural 519.74

MO-Spgfld 516.41

Okla".". wtd.lVg. 1,712 3% 515.71 $BA5 $B.03 51.37 51.30 525.53 525.03 524.88
urhan 512.14

suburban 5 1l.65
rural 526.25

Tn.. wtd. aVI. 10.348 18% 514.11 56.36 55.98 51.24 51.14 52\.71 521.22 521.16
urban 512.14

suburb.n 513.65
rural-l 51!.98

" Source: Company Financial reports and regulatory filings including tariffs, interconnection agreements and ARMIS reports; CCMI estimates.
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EXHIBIT 4A: UNBUNDLED NETWOR ELEMENT RATE COMPARISON MATRIX SUMMARY - SBC

OTHER
LOOP PORT Lo••lorl.ln.tln. Loul termln.tin. SWITCHING AND Other Switching and Other SwitchiuK and FEATURE TOTAL DEM

RATE (per RATE (per SWITCHING SWITCHING (per TRANSPORT (per DUF (per DUF (per Yr•••port (per Transport (per COST (per AMORTIZED (per month, per

n.uJ. month) moath) (per MOU) MOU) MOU) montb) moath) mODtb) mODtb) IIIO.t.) NRC (per mODtb) liDe)

AII.meI1411 Au.me.
orilla.tinl DEM AU••'11411 A••DmeIOEM

minutes mla.te. orlgl.ating_inutcs mla.tel

I EYINPUTS I SUBTOTALS I
IL~L - Amer"ecn

IIUaoi. S9.53 S5.01 na na SO,000947 SO.32 SO.23 S1.34 SO.95 SO.OO SO.08 1,764
S2.59
S7.07

SI1.40

tndia.a $8.32 $1.98 SO.OOOOOO SO.OOOOOO SO.000617 SO.02 SO.OI SO.87 SO.73 SO.OO SO.OI 2,071
S8.03
$8.15
$8.99

Mlcbl••n S10.16 S2.53 SO.000522 SO.000522 SO.000548 SO.24 SO.18 SO.77 SO.58 SO.OO SO.07 1,869
$8.47

S8.73
S12.54

Oblo S7.01 S4.63 SO.000826 SO.000826 SO.000800 SO.31 SO.27 S1.I3 SO.96 SO.OO SO.33 2,097
S5.93
S7.97
S9.52

Wlseo.ll. S10.90 S6.25 SO.001319 SO.001319 SO.001247 SO.33 SO.26 SI.76 SI.36 SO.OO S2.57 1,908
S10.90
S10.90

.L.c\". ~ ... aci It neu I
Callforni. S9.93 SO.88 SO.001480 SO.001480 SO.000944 SO.OO SO.OO SI.33 SO.98 SO.90 SO.08 1,814

S8.3R
SI1.27
S19.64

Nevada S20.52 S\.63 SO.001610 SO.001610 SO.005408 SO.OO SO.OO S7.63 S5.52 SO.OO SO.08 1,786
SII.77
S22.64
S66.25

IL.C'L.. • 030_'1aWel ern Dell I
Ark••••• SI3.09 SI.61 SO.001490 SO.001490 SO.000326 SI.06 S\.02 SO.46 SO.44 SO.OO SO.23 2,386

SI1.86
S13.64
S23.34

an'" S13.30 S\.61 SO.001490 SO.001490 SO.000326 SI.06 SO.91 SO.46 SO.39 SO.OO SO.24 2,115

SI1.86
S13.64
S23.34

Mlnourl S15.19 S\.89 SO.002192 SO.002192 SO.000446 SO.OO SO.OO SO.63 SO.56 SO.OO SO.27 2,196

S12.71
S18.64
S19.74
S16.41

Okl.h•• S15.71 S2.18 SO.002259 SO.002259 SO.000489 SI.06 SO.99 SO.69 SO.64 SO.OO SO.31 2,303

S12.14
S13.65
$16.25

Tex•• S14.11 $1.22 SO.001507 SO.001507 SO.000299 SI.06 SO.96 SO.42 SO.38 SO.OO SO. 18 2,238
S12.14

SI3.65
S18.98

Source: Company Financial reports and regulatory filings including tariffs, interconnection agreements and ARMIS reports; CCMI estimates.
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EXHIBIT 5: UNBUNDLED NETWOR ELEMENT RATE COMPARISON MATRIX SUMMARY - VERIZON

TOTAL TOTAL MA Y 2002 FULL
% .fTOTAL SWITCHING AND SWITCHING AND FULL UNEP FULL UNEP UNEP

DENSITY ACCESS ACCESS LOOP RATE TRANSPORT (por TRANSPORT (por ALL OTHER (por ALL OTHER ORIGINATING AND ORIGINATING AND ORIGINATING AND

Wll ZONES LINES (000.) LINES (por mo.tb) montb) .onth) moatb) (per moath) TERMINATING TERMINATING TERMINATING

Allames 1411
Allumel1411 Allumel OEM orilla.tlng ASIUlDfllOEM AUDaleI1411 originaUng Auumes OEM

orilinaUDI mlnutel _inatel minute. .. inutel IDinDtel A.IUIDes OEM .Inutes minates

I EY INPUTI SUBTOTALS I TOTALS
LEC-NYNEX I
Maine Avg. 760 211. S16,18 S7.25 S5,72 SO,18 SO,17 S23,61 S22.07 S22,18

I SI1.44
2 S\3,47
3 S18,75

Mas••ehuseU. Avg, 4,589 10% S14,98 S12,91 S10,26 SO,19 SO, 18 S28,08 S25.42 S25,77
I S7.54
2 S14,ll
3 S16,12
4 S20,04

New Hampshire AV8' 825 2% S18,IO S7,21 S6,03 SO,46 SO,38 S25,77 S24.51 S29,77
I SI1.97
2 SI6.04
3 S2S,00

New York Avg, 12.253 27% SI1.49 S6.41 S5,59 SO,08 SO,08 S17,98 S17,17 SI7.35
I S7,70
2 SI \.31
3 SIS,51

Rllode b •••d AV8, 681 20/. SI3,93 S6.56 S5,73 SO,04 SO,03 S20,54 S19,70 S22,07
I SI \.19
2 SIS,44
3 SI9,\3

Vermont Avg. 378 1% S14,41 S12,71 S10.54 SO,04 SO,03 S27,16 S24,99 S25.09
I S7,72
2 SU5
3 S21.63

LEe - BELL ATLANTIC
D.C. I 1,019 2% S10,81 S9,94 S6.02 SO.OO SO,OO S20.75 S16.83 S16,83
Delaware AV8· 6\3 1% S12,05 S9.68 S8.09 SO.69 SO,66 S22,42 S20.81 S20,31

1 SIO.07
2 SI3,\3
3 S16,67

Maryland AV8, 4,101 911. S14.50 S\3,15 SII.SO SO,26 SO.25 S27,91 S26.25 S19.28
I S12.11
2 S12,85
3 S25.96
4 S18.40

New Jersey Avg. 7,030 16% S9,52 S7.53 S5,55 SO.IO SO.07 S17,15 S15,14 S15,14
I S8.12
2 S9.59
3 S10.92

Pe••lylv••ia Avg. 7,309 16% SI3.81 S6,49 S5,25 SO.20 SO.17 S20.50 S19,23 S19,36
I S10.25
2 SI1.00
3 S14.00
4 S16.75 .

VI.,I.I. AV8· 4,460 10% S13.76 S9.56 S7.57 SO,54 SO.52 S23,86 S21.85 S21.68

I $10,74
2 S16,45
3 S29.40

West Vlral.l. Avg. 907 2% $24.58 S20.82 S19.32 SO.\3 SO,12 S45.52 S44.02 S44.02
I S14,49
2 S22,04
3 S43.44

Source: Company Financial reports and regulatory filings including tariffs, interconnection agreements and ARMIS reports; CCMI estimates.
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EXHIBIT SA: UNBUNDLED NETWOR ELEMENT RATE COMPARISON MATRIX SUMMARY - VERIZON

OTHER
PORT Localorilia.Une Local termina.inlt SWITCHING AND Other SwitchiDla.d Other Switcbiac TOTALDEM

LOOP RATE RATE (per SWITCHING SWITCHING TRANSPORT (per DUF(per DUF (per Tra••port (per ••d Transport (per FEATURE COST AMORTIZED NRC (per Iliae, per
nAn (per month) montb) (per MOUl (per MOUl MOUl Dloatb) month) montb) month) (per montb) (per month) month)

Allamel 1411
oriel••Un. AssamelDEM A....mes 14t1 A..... e.OEM

.. Inutel ..in.tel oriel••tia... i•• tel miautel

I EYINPUTS I SUBTOTALS I
LEC·NYNEX I
Maine S16.18 SO.94 SO.001680 SO.001680 SO.001529 SO.04 SO.03 S2.16 SI.64 SO.OO SO.14 1,871

SII.44
SI3.47
S18.75

M.I'Dcbasetts S14.98 $2.00 SO.003537 SO.003537 SO.001540 SO.04 SO.oJ S2.17 SI.65 SO.OO SO.15 1,870
S7.54

S14.11
S16.12
S20.04

New H... pshire SI8.\O SO.71 SO.002064 SO.002064 SO.000853 SO.43 SO.35 SI.20 SO.98 SO.20 SO.03 2,007
SI1.97
Sl6.04
S25.00

New York SI1.49 S2.57 SO.001147 SO.OOIIII So.o00578 SO.OO SO.OO SO.82 SO.63 SO.23 SO.08 1,910
S7.70

SII.3I
Sl5.51

Rhode Island S13.93 SI.86 SO.001358 SO.001192 ~0.000853 SO.04 SO.oJ ~1.20 SO.98 SO.32 SO.OO 2,000
SI1.I9
S15.44
Sl9.13

Vermont S\4.4\ SI.03 SO.004003 SO.004003 SO.OO 1228 SO.04 SO.03 SI.73 S\.41 SO.06 SO.OO 2,009
S7.72
$8.35

$21.63

LEe· BELL ATLANTIC
D.C. SlO.8\ SI.55 SO.003000 SO.003000 SO.000696 SO.OO SO.OO SO.98 SO.52 SO.OO SO.OO 1,317
Dellware Sl2.05 $2.23 SO.003634 SO.001927 SO.000200 SO.13 SO.IO SO.28 SO.22 SO.OO SO.56 1,944

S10.07
S13.13
S16.67

Maryl.ad S14.50 SI.90 SO.003800 SO.003800 SO.000362 SO.05 SO.04 SO.51 SO.43 SI.36 SO._2 2,058
S12.11
S\2.85
$25.96
S18.40

New Jersey S9.52 SO.73 SO.002773 SO.002508 SO.000163 SO.10 SO.07 SO.23 SO.16 SO.OO SO.OO 1,751

$8.12
S9.59

S10.92

Pn..ylv••ia SI3.81 S1.90 SO.001802 SO.001615 SO.000242 SO.09 SO.Q7 SO.34 ~0.25 SO.OO SO.II 1,799

S10.25
SII.OO

S14.00
S16.75

VI,..lal. SI3.76 SI.30 SO.004129 SO.002079 SO.000162 SO.09 SO.Q7 SO.23 SO.l7 SO.OO SO.46 1,874

S10.74
Sl6.45
$29.40

Wett Virclnlli $24.58 SI.60 SO.008868 SO.oo5622 SO.000536 SO.13 SO.12 SO.76 SO.70 SO.OO SO.OO 2,277

S14.49
$22.04
S43.44

Source: Company Financial reports and regulatoryfilings including tariffs, interconnection agreements and ARMIS reports; CCMI estimates.
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Analysis of UNE-P Economics for the Bells

How Much Pain From UNE-P?

• We have downgraded our ratings on SBC, BellSouth, and Verizon to Hold
from Buy because of the estimated impact of UNE-P based competition on these
companies' core residential service base. We do not expect the group to
outperform the market over the next 12 months.

• Line losses to UNE-P are increasing rapidly. We expect the Bells to lose 1.6
million lines in the third quarter, up from 1.1 million in the second. Based on our
estimates, wholesale lines will account for more than 12% of Bell switched
access lines at year-end 2003 and more than 17% in 2005.

• The economics of UNE-P will put additional pressure on Bell margins and
earnings. We believe the Bells generate negative EBITDA from wholesale lines
in 18 states. The long distance market will only be a partial offset as competitive
conditions have dramatically reduced its profitability, making it an unfair trade
off under these conditions.

• SBC and BellSouth are at most risk based on our estimates for line loss and
the economics in these regions. While we believe Verizon is less exposed, the
company's relatively high leverage makes its equity valuation more sensitive to
decreases in free cash flow that can result from market share losses.

• The regulatory picture remains muddled. The Bells have pinned their hopes
on the FCC, which, in our view, will find it difficult to dramatically curtail UNE
P (i.e., raise residential rates for 6.1 million households) given the scandals that
have plagued the telecommunications industry.

• At this point, the final impact of UNE-P remains unclear. However, our
analysis suggests that the risks to the Bells have increased substantially because
of this competitive development, warranting our cautious approach to the stocks,
even at these levels.

• We reduced our 12-month price targets to $30 from $36 for SBC, to $34 from
$50 for Verizon, and to $26 from $28 for BellSouth based on our reduced free
cash flow estimates in our DCF analyses. However, we believe the current
dividend yields, which are not jeopardized by our new estimates, provide some
support for the stocks at current levels.

August20,2002Fixed Line Communications
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Summary
We have downgraded our ratings on SBC, BellSouth, and Verizon to Hold from Buy
based on our analysis of the impact UNE-P based competition will have on the
companies' economics. While we continue to believe these carriers could be the long
term winners in the industry, we think investors need a clear picture of how UNE-P
will affect their economics before considering an investment in these stocks. Our
analysis suggests that the impact of UNE-P will be more dramatic than we had
originally expected. In the end, we believe we have shown that the risks of UNE-P
based competition is enough to step back from these stocks until we get more
visibility as to the longer term effects of this competitive threat.

UNE-P is a viable strategy in

82% of the residential market,

suggesting that further entry

is likely

UNE-P rates in 18 states do

not allow the Bells to
generate positive EBITDA on

lines' lost to competitors

3 UBS Warburg LLC

Retail line losses to UNE-P based competitors are set to ramp up in the second half of
the year, largely because of MCI's national plan and AT&T's efforts in eight states.
However, our analysis shows that UNE-P can be a viable strategy in more than 33
states, which represent 82% ofthe residential market, suggesting that further entry by
established resellers and new entrants is likely. We expect UNE-P lines to grow to
more than 11 million in the second half of 2002 from 7.5 million in the first half,
representing 7.2% of the switched access lines. We estimate that retail residential
lines will decline by 8.6 million in 2003, more than 56% ofwhich is due to the effects
of UNE-P. By year-end 2003, wholesale lines should represent more than 12% of
switched access lines for the Bells and more than 17% in 2005.

Our analysis shows that UNE-P rates in 18 states do not allow the Bells to generate
positive EBITDA on lines lost to competitors. Meanwhile, the capital intensity of the
business is largely unaffected by the retaiVwholesale residential line mix, suggesting
free cash flow will suffer. For every $1 in revenue lost to UNE-P based competition,
we estimate the Bells lose $0.70-0.85 of EBITDA and $0.45-0.60 of after-tax
operating cash flow (EBITDA less capex).

Under these conditions, we do not believe the local competition for long distance
trade-off is an attractive one for the Bells, as long distance will only partially offset
the impact of UNE-P based competition. By year-end 2002, we expect 75% of Bell
lines to be certified for long distance, up from the 31% at the end of the second
quarter. However, the trade-off is not a fair one. Years of hyper-competition between
long distance and wireless carriers have had a dramatic impact on long distance
economics, while the residential local service sector has been largely shielded.
Although the Bells need to add just 1.5 long distance customers to make up for the
revenue loss of one UNE-P customer, we believe they need to add 5.4 long distance
customers to make up for the EBITDA loss of one local customer. This implies a lot
ofeffort required only to stand still.

Based on our revised estimates, we now believe earnings in 2003 will decline roughly
1.8% for the Bells as a group. This shift from retail to wholesale lines should impact
revenues by roughly $2.7 billion, or 2.7% of estimated 2002 wireline revenues. The
EBITDA impact would be roughly $1.6 billion on our old EBITDA estimate of $63.4
billion for the three carriers. As there is no avoided capital cost in the conversion of
retail lines to wholesale, the after-tax free operating cash flow impact would be
roughly $1.2 billion. Because of these underlying trends, the carriers are likely to
double their cost-cutting efforts.
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Table 1: Sensitivity of EPS to Local Line Loss

Revenue lost EBITDAlost EPS Impact Assuming Line Loss of Free Cash Flow Impact

per line I mol per line I mol 1M 2M 3M 5M 1M 2M 3M 5M

SBC $20.22 $17.47 $0.04 $0.08 $0.12 $0.20 $137 $274 $411 $685

VZ 17.89 15.26 0.04 0.09 0.13 0.22 123 245 368 614

BLS 18.29 15.65 0.06 0.13 0.19 0.32 126 252 377 629

Q 14.73 11.98 0.05 0.09 0.14 0.24 96 193 289 481

1Does not include expected revenue or EBITDA gain from interLATA services growth.
2 Assumes effective tax rate of 33% for SBC. 34% for VZ. 36% for BlS. and 45% for Q.

Source: UBS Warburg llC estimates

We find the regulatory outcome to be the most difficult to project. However, we do
not expect the Bells to receive relief on this issue within the next 12 months. The May
24 Court of Appeals for the District of Columbia ruling was a win for the Bells.
However, we believe it will be difficult for the FCC to institute significant changes in
regulation that would effectively lead to increasing rates on a projected 6.3 million
UNE-P households and appear to leave consumers holding the bag for the scandals
that have plagued the industry. FCC actions that force competitors to use third-party
switching or transport in markets where it is available likely would be phased in over
time but would eventually slow line loss for the Bells. However, an outcome that
removes uncertainty surrounding UNE-P regulation and leaves the economics intact
may encourage new entrants and accelerate retail line loss for the Bells.

4 UBS Warburg llC



How Much Pain From UNE-P? August 20, 2002

Table 2: Changes to Estimates ($MM)

BellSouth

2002 2003 %growth
Old New $ change %Change Old New $ change %Change Old New

Wireline Revenue 18,421 18,312 -109 -0.6% 18,731 17,993 -738 -3.9% 1.7% -1.7%

Total Revenue 29,009 28,900 -109 -0.4% 29,582 28,842 -740 -2.5% 2.0% -0.2%

EBITDA 12,837 12,784 -53 -0.4% 13,120 12,761 -359 -2.7% 2.2% -0.2%

Net Income 4,035 3,924 -111 -2.7% 4,217 3,836 -380 -9.0% 4.5% -2.2%

EPS $2.14 $2.09 ($0.05) -2.3% $2.18 $2.02 ($0.16) -7.3% 1.9% -3.2%

SBC

2002 2003 %growth
Old New $ change %Change Old New $ change %Change Old New

Wireline Revenue 38,768 38,601 -167 -0.4% 38,884 37,482 -1,402 -3.6% 0.3% -2.9%

Total Revenue 52,372 52,205 -167 -0.3% 52,937 51,535 -1,402 -2.6% 1.1% -1.3%

EBITDA 21,377 21,357 -20 -0.1% 21,479 20,958 -521 -2.4% 0.5% -1.9%

Net Income 7,728 7,715 -13 -0.2% 7,811 7,462 -349 -4.5% 1.1% -3.3%

EPS $2.31 $2.31 ($0.00) -0.2% $2.36 $2.25 ($0.11) -4.5% 2.1% -2.3%

Verlzon

2002 2003 %growth
Old New $ change %Change Old New $ change %Change Old New

Wireline Revenue 40,912 40,897 -15 0.0% 39,655 39,136 -519 -1.3% -3.1% -4.3%

Total Revenue 66,737 66,722 -15 0.0% 67,092 66,575 -518 -0.8% 0.5% -0.2%

EBITDA 29,049 28,772 -277 -1.0% 28,836 28,160 -676 -2.3% -0.7% -2.1%

Net Income 8,332 8,150 -182 -2.2% 8,587 8,130 -457 -5.3% 3.1% -0.2%

EPS $3.05 $2.98 ($0.07) -2.2% $3.12 $2.96 ($0.16) -5.1% 2.3% -0.7%

Total

2002 2003 %qrowth
Old New $ change %Change Old New $ change' %Change Old New

Wireline Revenue 98,101 97,811 -291 -0.3% 97,270 94,611 -2,660 -2.7% -0.8% -3.3%

Total Revenue 148,117 147,827 -291 -0.2% 149,611 146,951 -2,660 -1.8% 1.0% -0.6%

EBITDA 63,263 62,914 -350 -0.6% 63,436 61,880 -1,556 -2.5% 0.3% -1.6%

Net Income 20,095 19,789 -306 -1.5% 20,614 19,428 -1,186 -5.8% 2.6% -1.8%

Source: UBS Warburg LLC estimates

5 UBS Warburg LLC
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Rebundling Overview
UNE·P Background

6 UBS Warburg LLC

The Telecommunications Act of 1996 (Telecom Act) enabled competitors to use RBOC
facilities to provide telecom services to business and residential customers to accelerate
competitive entry. The Act appears to have laid out two ways to access incumbent
networks: through resale and the use of unbundled network elements (UNEs). Resale,
often called total service resale (TSR), allows competitors to enter a market without
deploying network infrastructure by requiring incumbents to provide the complete local
service package to competitors on a wholesale basis. Wholesale prices for TSR were set
by the state based on avoided costs, the costs incumbents avoid in selling local service
on a wholesale instead of retail basis. Typical discounts range from 15-25%.

Table 3: State by State Discounts for Total Service Resale

VZ Connecticut 17.8% Q Arizona 12% (R), 18% (B)
DC 24.7% Colorado 13% (R), 15.7% (B)
Delaware 20.0% Idaho 18.3%
Maryland 19.9% Iowa 10.27% (R), 18.5% (B)
New Jersey 20.0% Minnesota 21.5%
West Virginia 17.8% Montana 18.1%
Pennsylvania 20.7% Nebraska 22.5% (R), 18.3% (B)
Virginia 21.3% New Mexico 15.1%
Maine 25.70% (B), 23.00% (R) North Dakota 16.2%
Massachussetts 29.5% Oregon 22.0%
New Hampshire 20.30% (B), 19.00%(R) South Dakota 21.6%
New York 21.7% Utah 14.5%
Rhode Island 16.38% (B), 18.82% (R) Washington 14.7%
Vermont 27.66% (B), 20.43% (R) Wyoming 17.4%
Average 21.3% Average 16.0%

SBC Illinois 17.8% BLS Alabama 16.3%
Indiana 25.0% Florida 16.81% (B), 21.83% (R)
Michigan 21.6% Georgia 17.30% (B), 20.30% (R)
Ohio 21.5% Kentucky 15.54 (B), 16.79% (R)
Wisconsin 21.6% Louisiana 20.7%
Califomia 14.5% Mississippi 15.8%
Connecticut 17.8% North Carolina 17.60 (B), 21.50% (R)
Nevada 10.40%(R),13.5%(B) South Carolina 14.8%
Arkansas 14.5% Tennessee 21.6%
Kansas 14.9% Average 20.2%
Missouri 15.8%
Oklahoma 19.8%
Texas 21.6%
Average 18.3%

• Rfor residential, Bfor business.
Source: Company reports and RRA

A number of carriers, most notably USN Communications, pursued strategies through
the use of resale. The carriers expected the inclusion of value-added features and long
distance service would improve the meager margins associated with resale. These
companies typically focused on the business market where revenue per line an.d long
distance minutes of use were higher. Despite this, no CLEC has found a way to make

the economics of resale work.
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The Telecom Act also required the ILECs to provide access to individual elements of
their networks on terms prescribed by the FCC. According to the Telecom Act, access
to network elements should be available when that element is proprietary in nature
and the failure to access it will impair the ability of the CLEC to provide competitive
telecommunication services. In its First Local Implementation Order in 1996, the
FCC stated that a CLEC's ability to offer a telecommunications service is diminished
in value (impaired) if the quality of the service is reduced or the cost of providing the
service rises by not having access to that network element. The FCC designated seven
network elements that the Bells were required to "unbundle" as part ofthis process:

• Network interface devices (NID, defined as any potential means of
interconnection with customer premises inside wiring).

• Local loops (including dark fiber, inside wiring, and portions ofloops).

• Local and tandem switches (including all software features).

• Interoffice transmission facilities (between wire centers or switches owned by
ILECs).

• Signaling and call-related database facilities (which are signaling links,
signaling transfer points [STP], and databases for line information, toll free
calling, number portability, calling name, and advanced intelligent network).

• Operating support systems and information (consists of pre-ordering, ordering,
provisioning, maintenance and repair, and billing functions).

• Operator and directory assistance facilities (any automatic or live assistance to
a consumer to arrange for billing of completion of a call).

Chart 1: Unbundled Network Elements-Platform (UNE-P) Diagram

7

No longer included

Network Interface Device (NID)

UNE End-User

Source: UBS Warburg LLC

In 1999, in its Third Report and Order on Local Competition, the FCC determined
that operator services and directory assistance (OS/DA) no longer needed to be
included in the bundle, as the market for these services had advanced since 1996 and

7 UBS Warburg LLC
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existing competitors had third-party alternatives. The FCC also no longer required the
ILECs to offer UNE-P to competitors in the top 50 MSAs that serve customers with
more than three lines and eliminated the unbundling of shared transport where circuit
switching was not unbundled. Finally, ILECs were not required to unbundle packet
switching, as CLECs themselves are deploying packet switches to serve high-volume
customers. Registered CLECs could, therefore, lease elements from incumbents at
wholesale prices established by the states based on forward-looking costs, or total

elemental long run incremental cost (TELRIC). TELRIC was computed based on
costs from a hypothetical network using the latest telecommunications equipment.

Following the Telecom Act, competitors used TSR in markets where they did not
deploy infrastructure and UNEs in conjunction with network inv~stments (Le.,
CLECs would often install a switch and interoffice fiber while leasing the last mile, or
loop, the so-called UNE-L strategy). Meanwhile, the CLECs pushed to be able to sell
end-to-end telecommunications services using the entire UNE platform. This
"rebundling" approach, or UNE-P, would be very similar to TSR from a network
standpoint but benefit from TELRIC-based pricing and other factors that dramatically
improved the profitability of resold service. These factors include the full economic
benefit from access and subscriber line charges (SLC), vertical services, and other
fees paid to local service providers by consumer and primary inter-exchange carriers.

Despite the availability of UNE-P, it has only recently become attractive on a broad
basis. As part of the Section 271 certification process, state PUCs have reduced rates
for UNEs as a precondition to Bell long distance approval in a state. States such as
New York and Texas were among the first to move toward lower UNE rates and soon
saw entry by AT&T, MCI, and Sprint.

Rebundlers

AT&T and MCI are pursuing residential local strategies based on UNE-P to capitalize
on their consumer long distance customer bases and to stem the flow of market share
as the Section 271 process progresses. AT&T currently offers local service in seven
states and announced that it will enter New Jersey in September. We also expect the
company to announce its entry to Pennsylvania in the fourth quarter of 2002.
Management has stated that it will enter states with UNE-P discounts of 45% or
greater off retail prices. We believe existing UNE-P pricing gives AT&T the margin
it requires to enter as many as 27 additional states. Considering the modest $2-3
million that the company needs to invest to get up and running in a new state, we
believe additional state entry to be inevitable.

8 UBS Warburg LLC
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Chart 2: Local Operations of Rebundlers (existing and announced)

Source: Company reports and UBS Warburg LLC

AT&T had 1.5 million UNE-P customers within its six-state region in the second
quarter, up from 1.3 million in the prior quarter. AT&T typically enters a state with a
package of local and long distance voice with calling features priced at a 5-10%
discount to the current retail offering of the RBOC. Its strategy has been to enter a
state after the wholesale discounts have been increased but prior to Bell long distance
service approval. In Michigan, where the company has been engaged since February
13, it claims 6% market share of residential lines. In New York, in operation since
December 1999, AT&T management believes it has mid-teen percentage of the
market. The company claims to spend roughly $2-3 million in capital upon entering a
state and expects to be EBITDA positive within two years of operations. Management
has stated that it recently turned EBITDA positive in New York.

9 UBS Warburg LLC
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Chart 3: Local Service Package Comparison in Selected Markets1
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1Local service package includes unlimited local calling and three or more calling features. SBC in Ohio offers 10 features.
" MCI includes free long distance to other neighborhood customers.
Source: Company reports and UBS Warburg LLC

MCI is taking a much broader approach than AT&T and began offering bundled local
and long distance services using UNE-P in 35 states under its branded Neighborhood
Plan in April 2002. The company manages these operations in 11 states and farms out
RBOC integration to its partner Z-Tel in 24 other states. Z-Tel management indicated
that MCI had more than 800,000 local lines in service at the end ofthe second quarter
of 2002. The company intends to extend the Neighborhood Plan to all the states
across the nation by April 2003. The company has not updated these plans since its
Chapter 11 filing on July 21.

10 UBS Warburg LLC

The two basic Neighborhood plans. include a metered and all-you-can-eat long
distance option. For $49.99-59.99 per month, depending on the state (e.g., $49.99 in
New York), Neighborhood Complete provides residential customers with anytime,
all-distance calling, call waiting, caller 10, speed dialing, three-way calling, and voice
mail. Another plan, Neighborhood Choice, provides local service, calling features,
and long distance to other Neighborhood members for a lower price (e.g., $32.99 in
New York) with toll calls of seven cents per minute to nonmembers.

At this point, it is unclear what WorldCom's Chapter 11 bankruptcy filing will have
on its local resale efforts. We believe the business as a whole is cash-flow negative
and expect it to remain so for the foreseeable future. While it does not appear that the
company's mass-market promotion has been pulled, we believe it has scaled back
plans to restart its outbound telemarketing program, which proved very successful
when The Neighborhood was launched.

Sprint, the No. 3 consumer long distance provider, attempted to rebundle residential
local service in Texas and New York but management did not believe it could
profitably take share. Management recently suggested that it was reconsidering its
decision in light of the more attractive discounts. As the company has been looking

for ways to jump start revenue growth in its local and global market units without
additional capital spending (including initiatives in prison inmate and hotel concierge
services), we believe regulatory visibility may nudge Sprint into the market.
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Smaller companies, such as Talk America, Z-Tel, InfoHighway, ACCESS Integrated
Networks, and SupraTelecom, also have UNE-P operations. Z-Tel currently offers
bundled local and long distance in 38 states. Talk America is actively marketing the
local and long distance bundle in seven states, ending the second quarter with 244,000
bundled lines, up from the 194,000 lines billed at the end of the first quarter. Z-Tel,
the other public local service reseller and MCI partner, had just 200,000 loca11ines in
service, having pulled back from its marketing campaign to focus more intensely on
its wholesale opportunities. (See our June 25, 2002 note regarding our recent company
visit, ZTEL Meeting Suggests UNE-P May Have Some Legs.) We believe theIe is a
small but growing number of camers seeking to expand their UNE-P operations but

1aclcing the capital do to so. Again, we believe there is risk that regulatpry clarity that
leaves UNE-P larply intact could enable these companies to attract the modest amount
ofcapital required to move ahead with plans in the local market.

11 UBS Warburg LlC
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Incumbent Economics of UNE-P
Drain on Residential Revenues

We believe Bells lose $15-20

in monthly residential

revenue per UNE-P line

We believe the Bells lose $15-20 in revenue per line per month on average for each
residential access line lost to UNE-P based competitors. The incumbents lose the
average monthly revenues per line offset by wholesale revenues from the
competitor's use of their networks. Lost revenue per line varies dramatically in each
state based on the inputs to this calculation, which we describe in detail below.

Table 4: Monthly Local Residential Revenue Lost per Line

Local service revenue =

UNE·P revenue =

Difference =
Source: UBS Warburg LLC

+Basic local

+Vertical Features

+AccessllntraLATA toll

+SLC

+LNP, 911 and other surcharges

+Loop

+Local swttching (fixed &variable)

+Tandem switching

+Transport

Total revenue lost
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First, we focus on calculating the average local residential monthly bill. This includes
basic local service revenues, vertical service revenues, SLC, a fee for universal
service fund (FSUF) collected from the end-user, and terminating and originating
access collected from the inter-exchange carriers. Based on our survey, New Jersey
has the lowest basic local rate at $7.47 per line per month, while Arkansas has the
highest at $31.95 per line per month. We assume vertical services such as call
waiting, caller 10, and call forwarding add $8-12 per month to the average residential
local bill and originating and terminating access revenues add roughly $4-5 per
month. We believe we capture intraLATA toll revenues within the basic local rates
and access revenues. Typically, these access revenues are broken-out by the Bells
under a separate line item in the income statement (SBC's new disclosure does not
break out access revenues). Access revenues include switched and special access.
While special access revenues continue to be one of the fastest growing products for
the Bells, UNE-P based competition and the resulting loss of switched access
revenues are already putting pressure on this revenue category.

Additionally, the Bells charge SLC, a component of access charges, to compensate
for the cost of installation and maintenance of the telephone wire, poles, and other
facilities that link the central office to the end-user. The SLC currently averages $5.52
per line per month across the nation, ranging from $3.87 in Washington, D.C. to
$6.00 for the majority of the states; it is expected to increase to $6.50 per month in
July 2003. The FSUF fee will add roughly $0.50 per line to the monthly bill. The Bells
also charge roughly an additional $0.50 per line for local number portability and 911
fees. We have not included local number portability (LNP) and 911 fees in our analysis.
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The final tally for a local service bill is approximately $34.29 per month in the United
States, ranging from $28.04 per month in New Jersey to $51.63 per month in
Arkansas. While the Bells lose this revenue with each residential retail line lost, they
capture wholesale revenues for the use of their network platform.

Rural loops cost 2-3 times

the urban loops, making the

UNE-P economics stronger in

the densely populated areas

13 UBS Warburg LLC

The UNE-P rate in each state includes charges for the loop, end-office switching,
tandem switching, and shared transport. Loop rates have been "de-averaged",

meaning that shorter last mile connections in urban markets are lower than suburban

and rural loops. Illinois sports the lowest urban loop rate, at $2.59 per loop per month,
while Montana has the highest by far, at $23.10 per month. The rural rate for the loop
often is more than double the price of an urban loop, making the economics of UNE
P far stronger in the densely populated areas. This framework has caused AT&T and
MCI to focus their local service efforts in major cities, where they can also benefit
from sales and marketing economies.

The wholesale price for local switching includes a fixed and variable portion. The
fixed monthly charge ranges from $0.73 per port in New Jersey to $5.34 per port in
Indiana. Local switching also includes variable pricing based on the number of
minutes used and ranges from $0.0007 per minute in four states in Qwest's region
(North Dakota, Iowa, Montana, and Nebraska) to $0.0127 in Rhode Island. Illinois
does not include a variable piece but rather includes the full cost in the fixed portion
of $5.01 per port. For purposes of our study, we assumed that the average consumer
uses 1,000 minutes per month. Lines used primarily for dial-up Internet access,
however, may substantially exceed this amount, dramatically altering the economics
ofUNE-P for the competitor. Considering most UNE-P based competitors charge a flat
rate for unlimited calling, extremely high-use lines can be unprofitable for the carriers,
which often find it more economical to switch these lines to the resale framework.

Fees for wholesale tandem switching arid transport are based on minutes of use (MOU).
However, it is difficult to assess actual usage, which depends not just on total MOU but
calling patterns, as well. A number of states, including New York, Connecticut, and
Ohio, do not specifically break out a charge for shared transport. For purposes of our
study we assumed 400 MOU for both tandem switching and shared transport.

The sum of these factors (loop plus switching plus tandem switching plus shared
transport) is the monthly wholesale rate per line for the UNE platform, which the
Bells collect from competitors. Based on our assumption that the rebundlers will
attract 80% of the urban loops, 15% of the suburban loops, and only 5% of the rural
loops, we arrive at an average UNE-P rate of $15.91 per month across all the states in
the United States. The average UNE-P rate ranges from $8.92 per month in Illinois to
$28.26 per month in Wyoming. The average for Ameritech states is $13.40 per month.
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Table 5: Components of Residential Local Service Revenue (per month per line)

Basic Plus:
Local Plus: Plus: Acce..1 Plus: Total le..: Totll
service SlC Verticiiserv. Intl1llATA toll USF Retail Revenue UNE·P Revenue lost

VZ Connecticut 13.43 5.69 9.00 5.00 0.62 33.74 20.81 12.93
DC 12.78 3.87 9.00 5.00 0.57 31.22 15.87 15.35
Delaware 11.29 6.00 9.00 5.00 0.57 31.86 16.03 15.83
Maryland 16.81 5.69 9.00 5.00 0.57 37.07 18.82 18.25
New Jersey 7.47 6.00 9.00 5.00 0.57 28.04 12.61 15.43
West Virginia 29.00 6.00 9.00 5.00 0.57 49.57 26.50 23.07
Pennsylvania 11.61 6.00 9.00 5.00 0.57 32.18 15.11 17.07
Virginia 12.64 6.00 9.00 5.00 0.57 33.21 17.07 16.14
Maine 16.35 6.00 9.00 5.00 0.57 36.92 15.34 21.57
Massachusetts 16.85 6.00 9.00 5.00 0.57 37.42 15.09 22.33
New Hampshire 13.86 6.00 9.00 5.00 0.57 34.43 25.54 8.89
NewYor1< 11.05 6.00 9.00 5.00 0.57 31.62 12.33 19.28
Rhode Islan!! 14.78 6.00 9.00 5.00 0.57 35.35 27.46 7.89
Vermont 17.20 6.00 9.00 5.00 0.57 37.77 13.85 23.92
AverlgelTotll 12.47 5.95 9.00 5.00 0.57 32.99 15.10 17.89

BlS Alabama 16.30 6.00 11.50 5.00 0.49 39.29 22.82 16.47
Florida 11.00 6.00 11.50 5.00 0.49 33.99 16.69 17.30
Georgia 17.45 6.00 11.50 5.00 0.49 40.44 18.79 21.65
Kentucky 18.40 6.00 11.50 5.00 0.49 41.39 15.12 26.27
louisiana 12.64 6.00 11.50 5.00 0.49 35.63 23.08 12.55
Mississippi 19.01 6.00 11.50 5.00 0.49 42.00 21.77 20.23
North Carolina 13.19 6.00 11.50 5.00 0.49 36.18 18.69 17.49
South Carolina 15.03 6.00 11.50 5.00 0.49 38.02 19.43 18.59
Tennessee 12.15 6.00 11.50 5.00 0.49 35.14 17.18 17.96
AverlgelTotal 13.73 6.00 11.50 5.00 0.49 36.72 18.43 18.29

SBC illinois 12.50 4.49 9.00 5.00 0.37 31.36 8.92 22.44
Indiana 12.50 5.49 9.00 5.00 0.42 32.41 17.07 15.34
Michigan 21.00 5.31 9.00 5.00 0.43 40.74 12.74 28.00
Ohio 14.25 5.35 9.00 5.00 0.42 34.02 14.41 19.61
Wisconsin 19.95 5.03· 9.00 5.00 0.23 39.21 19.68 19.53
California 10.97 4.40 9.00 5.00 0.44 29.81 11.68 18.13
Connecticut 12.54 5.69 9.00 5.00 0.62 32.85 20.81 12.04
Nevada 10.75 5.26 9.00 5.00 0.54 30.55 21.17 9.38
Ar1<ansas 31.95 5.20 9.00 5.00 0.48 51.63 16.57 35.06
Kansas 14.45 5.20 9.00 5.00 0.48 34.13 16.39 17.74
Missouri 16.90 5.20 9.00 5.00 0.48 36.58 19.37 17.21
Oklahoma 12.28 5.20 9.00 5.00 0.48 31.96 18.45 13.51
Texas 19.95 5.20 9.00 5.00 0.48 39.63 17.91 21.72
AverlgelTotll 14.88 4.93 9.00 5.00 0.44 34,25 14.50 19.76
Avg. Amerltech 15.65 5.09 9.00 5.00 0.39 35.13 13.40 21.73

Q Arizona 13.18 6.00 8.00 5.00 0.56 32.74 28.10 4.64
Colorado 14.92 6.00 8.00 5.00 0.56 34.48 12.88 21.60
Idaho 14.48 6.00 8.00 5.00 0.56 34.04 22.44 11.59
Iowa 11.68 4.72 8.00 5.00 0.56 29.96 17.15 12.81
Minnesota 14.36 4.89 8.00 5.00 0.56 32.81 13.45 19.36
Montana 16.73 6.00 8.00 5.00 0.56 36.29 27.34 8.95
Nebraska 19.23 5.16 8.00 5.00 0.56 37.95 25.19 12.75
New Mexico 10.66 6.00 8.00 5.00 0.56 30.22 21.74 8.48
North Dakota 17.69 6.00 8.00 5.00 0.56 37.25 22.90 14.35
Oregon 13.80 6.00 8.00 5.00 0.56 33.36 20.66 12.70
South Dakota 16.65 6.00 8.00 5.00 0.56 36.21 23.54 12.67
Utah 11.03 6.00 8.00 5.00 0.56 30.59 19.45 11.14
Washington 12.50 5.92 8.00 5.00 0.56 31.98 10.72 21.26
Wyoming 23.10 6.00 8.00 5.00 0.56 42.66 28.26 14.40
AverlgelTotal 13.75 5.75 8.00 5.00 0.56 33.06 18.33 14.73

US AverlgelTotal 13.88 5.52 9.40 5.00 0.50 34.29 15.91 18.38

Notes:
(1) IntralATA toll is captured in access and basic local service. Data gathered from company information and RRA.
(2) UNE-P rates include loop, switching port, 1000 MOU of switching and 200 MOU of shared transport & tandem switching each.
(3) Vertical services per line Is an estimate based on RBOC data.
(4) Switched access revenue per line Is based on 200 interstate MOU at SO.005/mln and 200 intrastate MOU at SO.015/min.

Source: RRA, FCC, Public Service Commission of West Virginia, and UBS Warburg LLC estimates
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Table 6: Components of UNE·P Rates (per month per line)

Avg. UNE·P

Loop Local Switching Tandem switching Shared transport (assume 80% urban,
Urban Suburban Rural I!!LWt w...M.Q1l I!J!.MQ!.!. 2!LMQjl 15% suburban, 5% rural)

VZ Connecticut 8.95 12.03 19.69 3.31 0.0072 0.0020 na 20.81
DC 10.81 10.81 10.81 1.55 0.0030 0.0010 0.0015 15.87
Delaware 10.07 13.13 16.67 2.23 0.0028 0.0007 0.0001 16.03
Maryland 12.11 12.85 25.96 1.90 0.0038 0.0007 0.0004 18.82
New Jersey 8.12 9.59 10.92 0.73 0.0026 0.0013 0.0025 12.61
West Virginia 14.99 22.04 43.44 1.60 0.0072 0.0002 0.0007 26.50
Pennsylvania 10.25 11.00 14.00 2.67 0.0017 0.0008 0.0001 15.11
Virginia 10.74 16.45 29.40 1.30 0.0031 0.0006 0.0001 17.07
Maine 11.44 13.47 18.75 0.94 0.0017 0.0022 0.0009 15.34
Massachussells 7.54 14.11 20.04 2.00 0.0033 0.0012 0.0022 15.09
New Hampshire 14.01 15.87 24.09 2.31 0.0079 0.0016 0.0010 25.54
New York '\ 7.70 11.31 15.51 2.57 0.0011 na na 12.33
Rhode Island' 11.19 15.44 19.13 1.86 0.0127 0.0012 0.0022 27.46
Vermont 7.72 8.35 21.63 1.03 0.0040 0.0009 0.0006 13.85
Average 9.34 12.33 18.16 1.98 0.0026 0.0007 0.0008 15.10

BLS Alabama 15.24 24.75 44.85 2.07 0.0020 0.0015 0.0015 22.82
Florida 12.79 17.27 33.36 1.40 0.0008 0.0002 0.0000 16.69
Georgia 14.21 16.41 26.08 1.85 0.0016 0.0007 0.0002 18.79
Kentucky 10.56 15.34 31.11 1.49 0.0012 0.0002 0.0004 15.12
Louisiana 14.05 24.14 49.30 2.55 0.0021 0.0008 0.0047 23.08
Mississippi 15.58 20.65 29.51 2.11 0.0024 0.0008 0.0004 21.77
North Carolina 12.11 21.24 33.65 2.19 0.0017 0.0009 0.0003 18.69
South Carolina 14.94 21.39 26.72 1.65 0.0011 0.0007 0.0005 19.43
Tennessee 13.19 17.23 22.53 1.89 0.0008 0.0010 0.0001 17.18
Average 13.26 18.96 32.77 1.79 0.0013 0.0006 0.0006 18.43

SBC Illinois 2.59 7.07 11.40 5.01 unlimited 0.0002 0.0008 8.92
Indiana 8.03 8.15 8.99 5.34 0.0034 0.0003 0.0007 17.07
Michigan 8.47 8.73 12.54 2.53 0.0012 0.0011 0.0004 12.74
Ohio 5.93 7.97 9.52 4.63 0.0032 0.0007 na 14.41
Wisconsin 10.90 10.90 10.90 4.98 0.0035 0.0007 0.0011 19.68
California 8.83 11.27 19.63 0.88 0.0008 0.0001 0.0013 11.68
Connecticut 8.95 12.03 19.69 3.31 0.0072 0.0020, na 20.81
Nevada 11.75 22.66 66.31 1.63 0.0016 0.0018 0.0073 21.17
Arkansas 11.86 13.64 23.34 1.61 0.0018 0.0017 0.0004 16.57
Kansas 11.86 13.64 23.34 1.61 0.0018 0.0008 0.0004 16.39
Missouri 12.71 20.71 33.29 2.06 0.0021 0.0008 0.0004 19.37
Oklahoma 12.14 13.65 26.25 2.32 0.0029 0.0010 na 18.45
Texas 12.14 13.65 18.98 2.90 0.0021 0.0008 0.0001 17.91
Average 8.85 11.32 18.01 2.73 0.0018 0.0006 0.0008 14.50
Avg. Amerttech 6.37 8.21 10.79 4.38 0.0019 0.0006 0.0005 13.40

Q Arizona 18.96 34.94 56.53 1.61 0.0028 0.0014 0.0009 28.10
Colorado 5.91 12.31 32.79 1.86 0.0020 0.0020 0.0020 12.88
Idaho 15.81 24.01 40.92 1.34 0.0017 0.0032 0.0022 22.44
Iowa 13.11 15.64 27.27 1.15 0.0007 0.0042 0.0013 17.15
Minnesota 8.81 12.33 21.91 1.08 0.0018 0.0013 0.0015 13.45
Montana 23.10 23.90 27.13 1.58 0.0007 0.0068 0.0015 27.34
Nebraska 15.14 35.05 77.92 2.47 0.0007 0.0026 0.0012 25.19
New Mexico 17.75 20.30 26.23 1.38 0.0011 0.0016 0.0019 21.74
North Dakota 14.78 24.92 56.44 1.27 0.0007 0.0084 0.0044 22.90
Oregon 13.95 25.20 56.21 1.26 0.0013 0.0016 0.0000 20.66
South Dakota 17.01 18.54 24.37 1.84 0.0035 0.0017 0.0014 23.54
Utah 14.77 17.76 20.29 0.94 0.0026 0.0011 0.0009 19.45
Washington 6.41 11.35 12.76 1.34 0.0012 0.0014 0.0022 10.72
Wyoming 19.91 26.94 30.13 2.64 0.0038 0.0016 0.0003 28.26
Average 12.17 19.86 34.72 1.46 0.0017 0.0020 0.0014 18.33

US Average 10.28 14.15 23.04 2.19 0.0019 0.0008 0.0008 15.91

Source: RRA, FCC, Public Service Commission of West Virginia, and UBS Warburg LLC estimates
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AT&T's ability to take

revenue from Bells, based on

its current local footprint, is

strongest in MI, OH, and CA

The average monthly bill less the wholesale UNE-P rate is the revenue lost per line.
Each Bell has states where the loss of a line is more painful than in others. For
instance, Verizon loses approximately $7.89 per month per line in Rhode Island but
more than $20 per line in Massachusetts, West Virginia, Maine, and Vermont. We
estimate that Bells will lose roughly $18.38 per line to UNE-P. AT&T's ability to
take revenue from a Bell's pocket, based on its current local service footprint, is
strongest in Michigan, which gives up $28.00 per month; Ohio, at $19.61; and
California, at $18.13 per month in lost revenue per line-all SBC states.

Chart 4: Local Residential Revenue per Line Lost to UNE·P
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Average revenue lost is $18.38 per line

18 states surpass the average:

6 are in SBC region, 5 in VZ,

4 in BLS, 3 in Q

Source: Company reports and UBS Warburg LLC estimates

To estimate the revenue impact for each Bell, we need to make assumptions for line
loss within each state. Importantly, the lost revenue we site above for each line lost
does not include the lost opportunity!o sell long distance and other services to these
customers. A lost residential line often means a lost opportunity to sell long distance
service, which typically produces $14-15 per month per line in incremental revenues
(the Bells, to date, typically produce monthly long distance revenues of $12-13 per
subscriber per month). Bundling opportunities with DSL and wireless also are
forfeited. Additionally, UNE-P based competition can also provide the incumbent
with the incentive to lower overall residential pricing, as was the case in Michigan,
where SBC recently lowered basic service rates.

Estimating Line Loss

Based on FCC data, the ILECs provided roughly 5.8 million lines to UNE-P in 2001,
up from 4.8 million in 2000. This corresponds to roughly 3% of the 192 million local
loops in the United States versus 1.5% in 2000. New York and Texas have the highest
UNE-P penetration rates, at 13.1% and 9.6%, respectively.

We expect UNE-P lines to grow by 5.5 million in 2002 to a base of 11.1 million and
by 6.9 million to 12.1% of lines in 2003. We expect SBC to continue losing the
highest amount of retail lines, adding an additional 3.4 million to its UNE-P .base in
2003, totaling to more than 16.5% of its subscriber base. Incremental UNE-P adds
should peak in 2003 and start declining in the outer years. However we believe SBC
and Bel/South will lose more than 20% oftheir retail lines to UNE-P competition in
the next couple ofyears.

16 UBS Warburg LLC
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Chart 5: UNE·P Penetration by State in 2001
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Source: FCC and UBS Warburg LLC

Table 7: UNE·P Penetration ofTotal Switched Access Line Base

1QQ1 2Q01 3Q01 ~ ~ 2Q02 3Q02e 4Q02e 2000 2001 2002e 2003e 20048 20051 2006e
Total Switched Access Lines

SBe 61,254 60,578 60,230 59,532 59,036 58,255 57,325 56,345 61,270 59,532 56,345 54,349 53,676 53,271 53,213
VZ 62,903 62,465 61,967 61,551 61,227 60,373 58,027 57,276 62,902 61,551 57,276 55,131 54,129 53,972 54,001
BLS 25,898 25,666 25,575 25,422 25,425 25,138 24,837 24,612 25,908 25,422 24,612 24,080 23,920 23,776 23,641
Q 17,929 17,808 17,687 17,454 17,250 16,955 16,730 16,531 18,089 17,454 16,531 15,686 15,072 14,611 14,289
Total 167,984 166,517 .165,459 163,959 162,938 160,721 156,920 154,764 168,169 163,959 154,764 149,246 146,797 145,630 145,144

%gr~wth

SBe 0.2% -1.1% -1.7% -2.8% -3.6% -3.8% -4.8% -5.4% 0.9% -2.8% -5.4% -3.5% -1.2% -0.8% -0.1%
VZ 0.6% -0.4% -1.4% -2.1% -2.7% -3.3% -6.4% -6.9% 1.4% -2.1% -6.9% -3.7% -1.8% -0.3% 0.1%
BLS 0.1% -0.8% -1.4% -1.9% -1.8% -2.1% -2.9% -3.2% 1.6% -1.9% -3.2% -2.2% -0.7% -0.6% -0.6%
Q 0.1% -0.8% -1.9% -3.5% -3.8% -4.8% -5.4% -5.3% 1.9% -3.5% -5.3% -5.1% -3.9% -3.1% -2.2%
Total 0.3% -0.7% -1.6% -2.5% -3.0% -3.5% -5.2% ·5.6% 1.3% -2.5% -5.6% -3.6% -1.6% -0.8% ·0.3%

Total UNE·P
SBe 1,373 1,760 2,159 2,403 2,761 3,453 4,453 5,653 1,012 2,403 5,653 9,067 10,798 11,852 12,486
VZ 1,645 2,093 2,138 2,195 2,259 2,369 2,599 3,099 . 1,687 2,195 3,099 4,899 6,299 7,299 8,049

BLS 303 385 505 601 840 1,118 1,418 1,818 224 601 1,818 3,318 4,218 4,818 5,218
Q 431 451 459 453 491 512 547 582 na 453 582 862 1,052 1,167 1,272
Total 3,752 4,689 5,261 5,652 6,351 7,452 9,017 11,152 2,923 5,652 11,152 18,146 22,367 25,136 27,025

Net UNE·P Adds
SBe 361 .387 399 244 358 692 1,000 1,200 na 1,391 3,250 3,414 1,731 1,055 634
VZ -42 448 45 57 64 110 230 500 na 508 904 1,800 1,400 1,000 750
BLS 79 82 120 96 239 278 300 400 na 377 1,217 1,500 900 600 400
Q na 20 8 -6 38 21 35 35 na na 129 280 190 115 105
Total 398 937 572 391 699 1,101 1,565 2,135 na 2,276 5,500 6,994 4,221 2,770 1,889

UNE·P Penetration
SBe 2.2% 2.9% 3.6% 4.0% 4.7% 5.9% 7.8% 10.0% 1.7% 4.0% 10.0% 16.7% 20.1% 22.2% 23.5%
VZ 2.6% 3.4% 3.5% 3.6% 3.7% 3.9% 4.5% 5.4% 2.7% 3.6% 5.4% 8.9% 11.6% 13.5% 14.9%
BLS 1.2% 1.5% 2.0% 2.4% 3.3% 4.4% 5.7% 7.4% 0.9% 2.4% 7.4% 13.8% 17.6% 20.3% 22.1%
Q 2.4% 2.5% 2.6% 2.6% 2.8% 3.0% 3.3% 3.5% oa 2.6% 3.5% 5.5% 7.0% 8.0% 8.9%
Total 2.2% 2.8% 3.2% 3.4% 3.9% 4.6% 5.7% 7.2% 1.7% 3.4% 7.2% 12.2% 15.2% 17.3% 18.6%

Source: Company report sand UBS Warburg LLC estimates
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Now for the Bad News: Negative Leverage

We believe UNE-P lines

generate negative EBITDA for

the Bells in 18 states

We believe there is very little

avoided operating or capital

cost for the Bells with UNE-P

We believe residential lines converted to wholesale through the use of UNE-P
generate negative EBITDA in 18 states in the United States. In assessing this, we first
looked at the Bells' cost structure in terms of cost of goods sold (COGS) and SG&A
on a retail basis. We believe COGS represent approximately 27% of residential local
sales for BellSouth, 31% for Verizon, and 35% for SBC and Qwest. SG&A as a
percentage of sales range from 23% for BellSouth to 25% for SBC, bringing EBITDA
margins at approximately 40-50% of sales.

We believe there is very little avoided cost within the COGS line ofa Bell's P&L as it
relates to residential lines. The incumbent still has to perform maintenance on the
lines being resold by its competitors. Meanwhile, the incumbent can not reduce the
number of central offices that it needs to staff and maintain despite the loss of, for
example, 5-10% of the lines in a specific central office. There are likely to be some
minor reductions related to lower costs for directory assistance and voice mail, neither
of which need to be provided on a wholesale basis. In our analysis, we assumed
wholesale COGS represent 95% of the dollar value of COGS per retail line.

The situation is only slightly better within the SG&A line. We believe the RBOCs
will be able to reduce SG&A-related costs, as the competing reseller is responsible
for the billing and customer service of its subscribers. We estimate that these
expenses equate to roughly 20% of total SG&A dollars spent and, therefore, reduce
this line item by a similar amount. However, the situation may actually be worse than
the scenario we have contemplated in our model, as the Bells have initiated "win
back" programs to offset the impact of line losses to UNE-P based competitors,
potentially pushing up SG&A as a percentage of sales over the longer term.

Table 8: Cost Structure Assumptions and..Resulting Wholesale Margins

COGS S,G&A EBITDA %of COGS %ofS,G&A
(%ohales) (% ohales) margins avoided avoided

SBC 35% 25% 40% 5% 20%

VZ 31% 24% 45% 5% 20%

BLS 27% 23% 50% 5% 20%

Source: UBS Walburg LLC estimates

For every $1.00 in revenue

lost to UNE-P, the Bells lose

$0.70-0.85 of EBITDA and

$0.45-0.60 of after-tax OpFCF
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Ramifications for return on invested capital are striking, as we also believe there is
little avoided capital cost associated with UNE-P based competition. Again, the
incumbents remain responsible for the care and maintenance of the network
infrastructure. Therefore, for every $1 in revenue lost to UNE-P based competition,
the Bells lose $0.70-0.85 of EBITDA and $0.45-0.60 of after-tax operating cash flow
(EBITDA less capex). Our analysis suggests that all the states in the Ameritech
region, except for Indiana, produce negative EBITDA on a wholesale basis. Three of
Verizon's biggest states, New York, New Jersey, and Massachusetts, contribute
negative EBITDA on a wholesale basis.
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We conducted some sensitivity analysis on our expectations for avoided cost. We
believe the 5% of cost avoidance in the COGS line to include little variability.
However, we may be overestimating avoidable cost within our assumption for 20%
cost avoidance within the Bells' SG&A. The Bells suffering line loss have initiated
aggressive win-back programs that bring additional costs and need to be factored in.
Until this point, the carriers did very little direct marketing for local service. To assess
the impact to changes in our assumptions, we looked at the effects on EBITDA per
wholesale line and the number of states producing negative EBITDA per wholesale
line using 15%, 10%, and 5% in avoided cost. A change from 20% to 5% removed
roughly $1.13 per line in EBITDA on average-not a terribly large swing. However,
the number of states that produce negative EBITDA per line on a wholesale basis
jumped 33% to 24.

Table 9: Sensitivity Analysis of Change in Cost Avoidance on Wholesale Profitability

Assumption for Avg. EBITDA per line I mo. ($) No. of States with Negative EBITDA

S,G&A avoidance ~ VZ BLS Q Total SBC VZ BLS Q Total

20% -3.51 .(J.68 2.47 1.03 -1.11 8 6 1 3 18

15% -3.93 -1.06 2.05 0.62 -1.41 10 6 3 20

10% -4.36 -1.45 1.63 0.21 -1.82 10 6 1 3 20

5% -4.78 -1.84 1.22 .(J.19 -2.24 10 9 2 3 24

Source: UBS Warburg LLC estimates
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Table 10: Profitability of Residential Local Service-Retail Versus Wholesale

Retail Profitability Wholesale Profitability
COGS S,G&Aexp.

(% 01 sales: VZ 31% Gross (% 01 sales: VZ 24% COGS Gross S,G&Aexp. EBITDA EBITDA Lost! FCF FCF Lost!
BLS 27%, SBC 35%) Profit BLS 23%, SBC 25%) EBITDA 95% of ret. COGS Profit 80% 01 ret. S,G&A EBlTDA lost Revenue Lost lost Revenue Lost

VZ Connecticut 10.27 22.85 7.95 14.90 9.75 11.05 6.36 4.69 10.21 79% 6.75 52%
DC 9.50 21.15 7.36 13.79 9.03 6.84 5.88 0.96 12.84 84% 8.48 55%
Delaware 9.70 21.59 7.51 14.08 9.21 6.81 6.01 0.80 13.28 84% 8.77 55%
Maryland 11.32 25.19 8.76 16.43 10.75 8.07 7.01 1.06 15.37 84% 10.15 56%
New Jersey 8.52 18.95 6.59 12.36 8.09 4.52 5.27 -0.75 13.11 85% 8.67 56%
West Virginia 15.19 33.81 11.76 22.05 14.43 12.07 9.41 2.66 19.39 84% 12.81 56%
Pennsylvania 9.80 21.81 7.59 14.22 9.31 5.81 6.07 -0.26 14.49 85% 9.57 56%
Virginia 10.12 22.52 7.83 14.69 9.61 7.45 6.27 1.19 13.50 84% 8.92 55%
Maine 11.27 25.08 8.72 16.36 10.70 4.64 6.98 -2.34 18.69 87% 12.35 57%
Massachusetts 11.42 25.43 8.84 16.58 10.85 4.24 7.08 -2.84 19.42 87% 12.83 57%
New Hampshire 10.50 23.36 8.13 15.23 9.97 15.57 6.50 9.07 6.17 69% . 4.08 46%
New York 9.62 21.42 7.45 13.97 9.14 3.19 5.96 -2.77 16.74 87% 11.06 57%
Rhode Island 10.78 24.00 8.35 15.65 10.24 17.22 6.68 10.54 5.11 65% 3.38 43%
Vermont 11.53 25.67 8.93 16.74 10.96 2.89 7.14 -4.25 20.99 88% 13.87 58%
AverageITotal 10.05 22.37 7.78 14.59 9.55 5.55 6.22 -G.68 15.26 85% 10.09 56%

BLS Alabama 10.48 28.32 8.92 19.40 9.95 12.86 7.14 5.73 13.67 83% 9.04 55%
Florida 9.05 24.46 7.71 16.75 8.59 8.10 6.16 1.93 14.82 86% 9.79 57%
Georgia 10.79 29.16 9.19 19.98 10.25 8.55 7.35 1.20 18.78 87% 12.41 57%
Kentucky 11.04 29.86 9.41 20.45 10.49 4.63 7.53 -2.89 23.34 89% 15.43 59%
Louisiana 9.49 25.65 8.08 17.57 9.01 14.06 6.47 7.60 9.97 79% 6.59 52%
Mississippi 11.21 30.30 9.55 20.76 10.85 11.12 7.64 3.48 17.27 85% 11.41 56%
North carolina 9.64 26.05 8.21 17.85 9.15 9.54 6.57 2.97 14.87 85% 9.83 56%
South carolina 10.13 27.40 8.63 18.77 9.63 9.80 6.91 2.89 15.87 85% 10.49 56%
Tennessee 9.36 25.29 7.97 17.33 8.89 8.29 6.38 1.91 15.41 86% 10.18 57%
AverageITotal 9.78 26.45 8.33 18.12 9.29 9.13 6.67 2.47 15.65 85% 10.34 57%

sse Illinois 10.85 20.14 7.75 12.40 10.30 -1.39 6.20 -7.58 19.98 89% 13.39 60%
Indiana 11.20 20.79 8.00 12.80 10.64 6.44 6.40 0.04 12.76 83% 8.55 56%
Michigan 14.11 26.20 10.08 16.12 13.40 -0.67 8.06 -8.73 24.85 89% 16.65 59%
Ohio 11.76 21.84 8.40 13.44 11.17 3.24 6.72 -3.48 16.92 86% 11.34 58%
Wisconsin 13.64 25.34 9.75 15.59 12.96 6.72 7.80 -1.08 16.67 85% 11.17 57%
California 10.28 19.09 7.34 11.75 9.77 1.91 5.87 -3.96 15.71 87% 10.52 58%

. Connecticut 11.28 20.95 8.06 12.89 10.72 10.09 6.45 3.64 9.25 77% 6.20 51%
, Nevada 10.50 19.51 7.50 12.00 9.98 11.19 6.00 5.19 6.82 73"A. 4.57 49%

Arkansas 17.90 33.25 12.79 20.46 17.01 -0.44 10.23 -10.67 31.13 89% 20.86 59%
Kansas 11.78 21.87 8.41 13.46 11.19 5.20 6.73 -1.53 14.99 84% 10.04 57%
Missouri 12.64 23.47 9.03 14.44 12.00 7.36 7.22 0.14 14.30 83% 9.58 56%
Oklahoma 11.02 20.46 7.87 12.59 10.47 7.98 6.30 1.68 10.91 81% 7.31 54%
Texas 13.70 25.45 9.79 15.66 13.02 4.89 7.83 -2.94 18.60 86% 12.46 57%
AverageITotal 11.83 21.98 8.45 13.53 11.24 3.25 6.76 ·3.51 17.04 86% 11.41 58%
Avg. Amerltech 12.16 22.58 8.69 13.90 11.55 1.85 6.95 ·5.10 18.99 87% 12.73 59%

Q Arizona 11.26 20.92 8.05 12.87 10.70 17.40 6.44 10.97 1.91 41% 1.05 23%
Colorado 11.87 22.05 8.48 13.57 11.28 1.60 6.78 -5.19 18.75 87% 10.31 48%
Idaho 11.72 21.76 8.37 13.39 11.13 11.31 6.70 4.62 8.77 76% 4.83 42%
Iowa 10.29 19.11 7.35 11.76 9.78 7.38 5.88 1.50 10.26 80% 5.64 44%
Minnesota 11.29 20.96 8.06 12.90 10.72 2.72 6.45 -3.73 16.63 86% 9.14 47%
Montana 12.51 23.22 8.93 14.29 11.88 15.46 7.15 8.32 5.97 67% 3.29 37%
Nebraska 13.08 24.30 9.35 14.95 12.43 12.76 7.48 5.29 9.67 76% 5.32 42%
New Mexico 10.38 19.28 7.42 11.86 9.86 11.88 5.93 5.95 5.91 70% 3.25 38%
North Dakota 12.84 23.85 9.17 14.68 12.20 10.70 7.34 3.36 11.31 79% 6.22 43%
Oregon 11.48 21.32 8.20 13.12 10.91 9.75 6.56 3.19 9.93 78% 5.46 43%

South Dakota 12.48 23.17 8.91 14.26 11.85 11.69 7.13 4.56 9.70 77% 5.33 42%
Utah 10.51 19.52 7.51 12.01 9.98 9.46 6.01 3.46 8.56 77% 4.71 42%
Washington 11.00 20.42 7.86 12.57 10.45 0.28 6.28 -6.01 18.57 87% 10.22 48%
Wyoming 14.74 27.37 10.53 16.84 14.00 14.26 8.42 5.84 11.00 76% 6.05 42%
AverageITotal 11.38 21.13 8.13 13.00 10.81 7.53 6.50 1.03 11.98 81% 6.59 45%

US AverageITotal 10.89 22.90 8.21 14.69 10.34 5.57 6.57 ·1.00 15.69 85% 1028 56%

Source: UBS Warburg LLC estimates

20 UBS Warburg LLC



How Much Pain From UNE·P? August 20, 2002

Chart 6: Average EBITDA per UNE·P Line Across U.S. is Negative

EBITDA per UNE-P line is negative.
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Source: Company reports and UBS Warburg LLC estimates

For every eight million UNE-P

lines, the Bells will lose $1

billion in annualized OpFCF

To offset the revenue impact,

the Bells need to add roughly

1.3 LD subscribers for each

local line lost
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Given the above assumptions (including the assumption for a blended $10.3 in lost free
cash flow per line) and working backward, we estimate that the Bells see a $1 billion
reduction in annualized operating free cash flow for every eight million lines lost to
UNE-P based competition, all else being equal. To highlight the risks we foresee for the
Bells, we currently expect SBC to lose roughly one million access lines to UNE-P in the
third quarter after losing almost 700,000 in the second quarter, a combined annualized
impact ofapproximately $140 million in after-tax operating free cash flow.

Long Distance: Partial Offset

The ability to penetrate the residential long distance market provides the Bells with
the opportunity to offset the effects of retail line loss to UNE-P. Aggressive
competition in the long distance market and the migration to wireless calling has hurt
the economics of long distance service while local service largely has been shielded
from competition. Therefore, the economics of UNE-P have made the trade-off of
long distance approval for local service competition envisioned by the Telecom Act
less attractive than previously believed.

As of the second quarter of 2002, the Bells had more long distance subscribers than
local lines lost to UNE-P based competition. The Bells had 10.2 million long distance
subscribers, representing roughly 6.3% of the total access line base, versus 7.5 million
UNE-P lines, representing 4.6% of the total access lines. By the end of 2005, we
believe the Bells will penetrate more than 31% of the total access lines, with long

distance service versus losing 17% of the base to UNE-P competition.

FCC data suggest that the average household spent $23 per month on long distance in
1998, $21 in 1999, and $18 in 2000. Based on a similar rate of decline, this is likely
to fall to $14-15 per month for 2002. Early results suggest the Bells are attracting
subscribers that fall just below this range. We calculate that SBC and Verizon have
interLATA revenue per line of$12-13 per month. Based on our analysis, we believe the

Bells need to add 1.3 long distance subscribers for each local line lost-not a big

challenge, to offset the revenue effect ofUNE-P based competition with long distance.
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...however, they will need to

add 5.4 LD customers for

every local line lost just to

break even at the EBITDA line
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However, UNE-P is an EBITDA story for the Bells. The difference in the profitability
ofthese two services makes the EBITDA impact more severe. We believe the Bells will
earn EBITDA margins of about 20% three years out, once their interLATA businesses
have had time to gain scale. This compares with the 40-50% margins earned in the local
service segment Based on our analysis that shows the Bells will lose $15.69 in
monthly EBITDA for each line lost to UNE-P competition, we believe they need to
add 5.4 long distance subscribers for every line lost to UNE-P to break even. This
translates into 135 million long distance subscribers, or more than 90% penetration of
its base by 2005. While long distance may appear to largely offset the impact ofUNE-P
on the top line once the Section 271 process runs its course, it will be difficult to offset
the margin pressure likely to result from this trade-off.

Table 11: Partial Offset from Long Distance

2OO2e 20038 2OO4e 20058

LDsubs 19,905 34,524 41,460 45,223

UNE·Psubs 11,152 18,146 22,367 25,136

LD subs I UNE·P subs 1.8 1.9 1.9 1.8

Monthly LD revenue 12.54 13.17 13.82 14.51

%growth na 5% 5% 5%

LD I UNE.p sub ratio to offset revenue loss 1.5 1.4 1.3 1.3

Monthly LD EBITDA -1.25 0.66 1.38 2.90

%margins -10% 5% 10% 20%

LD I UNE·P sub ratio to offset EBITDA loss nm 23.8 11.4 5.4

Incremental LD revenues $1,136 $1,788 $1,656 $827

Revenue lost to UNE·P 548 1,088 895 462

Net revenue Impact 588 700 761 365

Incremental LD EBITDA -$114 $89 $166 $165

EBITDA lost to UNE·P 472 938 770 397

Net EBITDA impact -586 -848 -604 -231

Source: UBS Warburg LLC estimates
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Hold the Line
Which States are Vulnerable?

Now that we have assessed the economic impact of UNE-P on a per-state basis, we
need to assess the potential for line loss among the four regional Bells. Competitive
entry by UNE-P based resellers is impacted by five factors:

• High retail rates for basic local service.

• Low rates for the unbundled network element platform.

• Low/no one-time charges related to hot cuts/new service initiation.

• A large percentage of urban lines.

• A slow Section 271 approval process.

High retail rates, combined with low wholesale rates for use of the platform, create
the best environment for UNE-P based competition, increasing the dollar amount of
gross margin earned on a per-line basis. In this analysis, we looked at the current
retail price for unlimited local calling plus three calling features to determine the
retail price. (This is a departure from the RBOC-based analysis, where we assumed
less than 100% penetration of calling features within lines lost to resellers-Bells will
lose some lines that do not have calling features while competitors will only sell lines
with calling features included.)

Chart 7: Most Vulnerable States

States which will
not have 271
Relief until 2003

20 lowest states
for UNE-P rates

California, Colorado, DC,
Delaware, Kansas, New
York, New Jersey,
Pennsylvania, Virginia,
Washington, Minnesota

Illinois,
Florida, Ohio

Indiana, Tennessee

Alabama, Georgia,
Maryland. Missouri,
Mississippi, Montana,
North Dakota,
Nebraska, South
Dakota, Texas, West
Virginia, Wyoming,
South Carolina

Top 20 states with
the highest basic
local rates

Source: UBS Warburg LLC
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We believe UNE-P based

competitors can generate

gross margins of greater than

45% in 33 states
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Based on this analysis, we believe UNE-P based competitors can generate gross
margins of greater than 45% in 33 states, more than the 14-17 states identified by
AT&T where discounts hit this threshold. However, our analysis omits the effects of
one-time charges the Bells may impose for hot cuts that may effect the economics.
These fees are being reduced by the public utility commissions (PUCs) and will have
less of an impact in the future. Margins on a percentage basis are most attractive for
competitors within the Ameritech region of SBC territory and lowest within
BellSouth territory.

The urban/rural line mix also effects the attractiveness of each state for UNE-P
competitors. UNE-P economics are best in urban markets where wholesale rates for
the local loop are the lowest. In rural markets, the wholesale loops are typically twice
the price of urban loops. This differential is highest within Qwest territory, where the
weighted average rural loop is roughly three times the price of an urban loop. While
UNE-P based competitors focus their marketing efforts on urban markets, they have
to accept customers from suburban and rural markets, as well. A large percentage of
rural lines in a state make it more likely that customers with poor economics will
show up at the resellers' doorsteps. Large urban markets also assure greater "bang for
the buck" in terms ofmarketing costs.

To go along with its large ruraVurban loop differential, Qwest also has the largest
percentage of rural lines and is the only regional Bell where AT&T has not set up
shop, despite the large gross margins to be earned in many of its states. Considering
Qwest's financial position and poor history of customer service, AT&T may find it is
winning customers it did not intend to win in many ofthese areas.
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Chart 8: UNE-P Profitable for Competitors in 33 States

_ Profiteble States
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Source: UBS Warburg LLC estimates

Finally, the Section 271 timeline also effects the attractiveness of a state regarding
local competition, specifically for AT&T and WorldCom. These carriers have
targeted pre-271 states to lock in existing long distance customers and lower churn in
anticipation of RBOC approval. The Bells claim to have stemmed residential revenue
loss in states that have received long distance approval. While lines continue to fall,
the Bells are able to increase revenue per line through rapid penetration of interLATA
services. Aggressive marketing of all distance bundles and win-back also appears to
have kept pressure on UNE-P based line growth in approved states. For instance, SBC
has stated that it has achieved win-back rates of 50% in states where it offers long
distance services along with local.

At this point, the Bells have approval to offer interLATA services to 31 % of their
total switched access lines, with another 34% expected by the end of the year.
Verizon is the leader, with 75% of its lines approved, and SBC follows with 32%
certification. We expect Verizon and Qwest to have 100% of their lines approved by
year-end, and SBC to reach 63% after adding California and Nevada in the fourth
quarter. We believe BellSouth will end 2002 with roughly 60% certification, awaiting
approvals in Tennessee and Florida in 2003. We believe higher long distance
approval rates will help slow the penetration of UNE-P lines nationally.

Based on these criteria, the most attractive region for local competition based on
UNE-P is the Ameritech portion of SBC. Retail rates are among the highest in the
country and wholesale rates are relatively low based on terms agreed to in SBC's

25 UBS Warburg LLC
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Chart 9: Long Distance Relief Map

Source: FCC
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SBC-in the UNE-P Wheelhouse

SBC has lost more retail lines

to UNE-P than any other Bell

at 3.45 million

SBC takes the hardest hit for

retail lines lost to UNE-P

$19.76 in revenues and

$17.04 in EBITDA per line
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SBC has lost more retail lines to UNE-P than any other Bell, at 3.45 million,
including 692,000 in the second quarter alone. The 692,000 UNE-P lines equate to
1.27% of SBC's 54.8 million total retail access lines at the end of the first quarter
while the imbedded base equates to 5.9% of the company's total switched lines
(including wholesale). In the second quarter, SBC added 494,000 residential UNE-P
lines, representing more than 51 % of the loss in the retail residential line base. Second
line losses accounted for another 26% of retail residential line losses while
management suggested seasonality contributed the bulk of the remainder.

Table 12: Access Lines Statistics for sse (OOOs)

1001 2001 3001 4001 1002 2002

Total access lines 61,254 60,578 60,230 59,532 59,036 58,255

%growth -2.5% -3.7% -4.0% -4.7% -5.0"10 -4.7%

Net Adds -16 .076 -348 .098 -496 -781

UNE·P 1,373 1,760 2,159 2,403 2,761 3,453

Net Adds 361 387 399 244 358 692

%of total lines 2.2% 2.9% 3.6% 4.0% 4.7% 5.9%

Retail residential lines 35,878 35,255 34,946 34,518 34,129 33,168

%growth -2.6% -3.7% -3.8% -4.3% -4.9% -5.9%

Net Adds -200 .023 -309 -428 -389 -961

Residential UNE·P 70 94 89 92 162 656

Net Adds .0 24 -5 3 70 494

%of res lines lost -3.0% 3.9% -1.6% 0.6% 17.9% 51.4%

Source: UBS Warburg LLC estimates

We believe SBC has the most attractive region for UNE-P providers. The average
monthly bill for local service is among the highest while its UNE-P rates are the
lowest, making it relatively easy for competitors to earn decent margins. This is
especially true in the Ameritech region. Ameritech and California also have a large
number of dense urban areas with very low loop rates that provide ample feeding
ground for resellers.

Based on our analysis, SBC also takes the hardest hit for each retail line lost to UNE
P competitors. We estimate that the company loses approximately $19.76 in net
revenue per line per month for each retail line lost to competitors. This compares with
$17.89 for Verizon, $18.29 for BellSouth, and $14.73 for Qwest. In the Ameritech
region, where the company is under full scale attack, it loses approximately $21.73
per line per month in net revenue. The EBITDA impact is also most severe at SBC.
We believe the company generates more than $13.53 in EBITDA per retail residential
line per month but loses roughly $3.51 in EBITDA per month on lines converted to
wholesale via UNE-P. SBC is the only Bell to generate more than $1.00 of negative
EBITDA per month on its wholesale line base. Therefore, the negative EBITDA
swing from retail to wholesale is more than $17.00 per line per month, also the largest
of the Bells, with the other three in the minus $12 to minus $16 range. In the
Ameritech region, this figure is approximately minus $19.00 per line.



How Much Pain From UNE·P? August 20,2002

AT&T claims to have

garnered 6% residential

market share in Michigan in

six months

We expect SBC to lose one

million retail lines to UNE-P

in the third quarter of 2002

By year-end 2002, 10% of

SBC's total access lines will

be UNE-P

The CA PUC is expected to

vote on Section 271 approval

for SBC in the state on

September 19
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Line losses to UNE-P have shifted from the business to the residential market. In the
second quarter, UNE-P took 494,000 residential lines and just 117,000 business lines,
down from 393,000 business lines in the first quarter. Michigan was hit hardest, with
184,000 lines converted from retail to wholesale in the state during the second
quarter. AT&T, which began marketing in January 2002, claims to have garnered 6%
residential market share in Michigan in six months. Texas has seen the largest total
line loss to date from UNE-P, with more than 1.57 million wholesale lines (both
UNE-P and TSR) in the state. Wholesale net adds have slowed dramatically in Texas,
however, as AT&T has pulled back on its marketing efforts because of relatively low
discounts available.

We expect line loss to continue ramping up in SBC territory in the second half of
2002 and believe the company will lose approximately one million retail lines to
UNE-P in the third quarter. We believe roughly one-half of the line loss in the second
quarter occurred in June. Considering the steep growth in the second quarter and
AT&T's entry into Ohio and Illinois in mid-June and California in early August, our
numbers could prove conservative. With another 1.2 million UNE-P lines projected
for the fourth quarter, we now expect residential line loss of9.1% and 12.6% in the
third and fourth quarter, respectively. This also suggests that by year-end, 10% of
total switched access lines will be UNE-P. Again, our analysis suggests that
wholesale lines generate negative EBITDA on a weighted average basis. In 2003, we
expect the company to lose 3.41 million lines, up from 3.25 million for all of 2002.

Much depends on the company's ability to secure long distance approval in California
in the near term, which should dampen (but by no means eliminate) line loss while
helping offset much of the revenue loss, similar to the results in 271-approved
Southwestern Bell states. The Administrative Law Judge in California has approved
the company's application and the full PUC is expected to vote on September 19, a
short delay from the recently proposed date of August 22. A positive outcome for the
Bell could enable SBC to begin marketing interLATA services in California in late
December. However, Ameritech is a different story, as we do not expect the company
to receive approval for long distance in these states until the second halfof 2003.

Estimates and Valuation

Based on changes to our model resulting from this analysis, we are reducing our 2003
EPS estimate for SBC to $2.25 from $2.36 while maintaining our 2002 EPS estimate
of $2.31. This translates to a 2.3% decline in EPS in 2003 versus our previous
estimate for 2.1 % growth. It compares unfavorably with the 1.8% EPS decline we
continue to expect for 2002. We now expect total proportionate revenues to decline
1.3% in 2003 following the 3.9% decline in 2002. Our previous estimate suggested
1.1% growth in revenues. Now, we expect EBITDA to decline 1.9% versus our
previous assumption for 0.5% growth in 2003.

SBC is currently trading at roughly 13.3 times our new 2003 EPS estimate. Given that
we do not expect the company to generate enough growth to reach its 2001 EPS of
$2.35 until 2006, we believe it will be difficult for it to outperform the market at these
levels. In calculating our lowered 12-month price target of $30, we conducted a
discounted cash flow analysis, employing a 7% discount rate, a terminal value that
assumes 2.5% perpetuity growth and a 20% private market discount.
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Table 13: Changes to SBC Estimates ($MM)

2002 2003 %growth

Old New $ change %Change Old New $change %Change Old New

Wireline Revenue 38,768 38,601 -167 -0.4% 38,884 37,482 -1,402 -3.6% 0.3% -2.9%

Total Revenue 52,372 52,205 -167 -0.3% 52,937 51,535 -1,402 -2.6% 1.1% -1.3%

EBiTDA 21,377 21,357 -20 -0.1% 21,479 20,958 -521 -2.4% 0.5% -1.9%

Net Income 7,728 7,715 -13 -0.2% 7,811 7,462 -349 -4.5% 1.1% -3.3%

EPS $2.31 $2.31 ($0.00) -0.2% $2.36 $2.25 ($0.11) -4.5% 2.1% -2.3%

Source: UBS Warburg LLC estimates

29 UBS Warburg lLC



How Much Pain From UNE-P? August 20, 2002

BellSouth-Disproportionate Impact

BellSouth has lost 1.12 million lines to UNE-P, including 278,000 in the second
quarter. This equates to quarterly loss of 1.2% of BellSouth's 23.9 million total retail
access lines while the imbedded base equates to 3.9% of the company's total switched
lines. The company saw UNE-P net adds grow rapidly in the first quarter to 239,000
from 96,000 in the previous quarter, growing somewhat more slowly in the second
quarter at 278,000. Similar to SBC, business UNE-P line adds have fallen recently
while pressure builds in the residential market.

Table 14: Access Line Statistics for BellSouth (OOOs)

1Q!U ~ ~ ~ ~ ~

Total access lines 25,898 25,666 25,575 25,422 25,425 25,138

%growth 0.1% -0.8% -1.4% -1.9% -1.8% -2.1%

Net Adds -10 -232 -91 -153 3 -287

UNE-P 303 385 505 601 840 1,118

Net Adds 79 82 120 96 239 278

%of total lines 0.3% 0.3% 0.5% 0.4% 0.9% 1.1%

Retail residential lines 16,703 16,520 16,417 16,230 16,112 15,777

0/0 growth -0.9% -1.5% -2.0% -2.7% -3.5% -4.5%

Net Adds 23 -183 -103 -187 -118 -335

Residential UNE·P 106 114 158 185 365 586

Net Adds 6 8 44 27 180 221

%of resJines lost Na 4.4% 42.7% 14.4% 152.5% 66.0%

Source: UBS Warburg LLC estimates

BellSouth appears to have

the second worst UNE-P

economics, marginally worse

than Verizon

30 UBS Warburg LLC

Behind SBC, BellSouth appears to have the second worst region in terms of UNE-P
economics, being marginally worse than Verizon. Its average revenue lost per line is
$18.29 per month while its lost EBITDA per wholesale line is $15.65, versus $17.04
for SBC. We believe BellSouth produces the most EBITDA per wholesale line on a
weighted average basis, at $2.47 per month. Only in Kentucky does the company
generate negative EBITDA per wholesale line.

While BellSouth does not currently release line statistics on a per state basis, we
believe much of the line loss is being felt in Florida and Georgia. The loss in Georgia
is coming from AT&T's efforts in the Atlanta metropolitan area. In Florida, the
company has lost approximately 300,000 retail lines (more than one-half of its
586,000 retail residential lines lost) to a single provider that has not paid BellSouth in
a number of months. BellSouth is not booking the wholesale revenues from this
customer. Therefore, the company is seeing a disproportionate impact of the line loss
on its income statement as it loses retail revenues without the partially offsetting
benefit of new wholesale revenue.

Due to the nonpayment, we estimate that BellSouth loses about $33.99 in revenue per
local line lost to this competitor per month in Florida. With estimated UNE-P rates of
$16.69 in Florida, the net revenue impact would be roughly $17.30 per line per
month, below the national average, if the company were recognizing wholesale
revenues from this carrier. On an EBITDA basis, the impact again would be in line
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with the national average at roughly $14·15 per line. However, without payment, our
analysis suggests that the company is losing an estimated $31.50 in EBITDA per line
per month for each line lost to this nonpaying competitor. BellSouth has filed suit
against the company in an effort to force payment or stop service. Management expects
a resolution late this year or early next year. However, until the situation is resolved,
BellSouth expects to continue to lose 30,000-40,000 lines to this carrier per month.

We expect BellSouth to lose roughly 300,000 lines to UNE-P in the third quarter and
400,000 in the fourth quarter. Again, the economics impact should be more
resounding because of the nonpayment of its main competitor in Florida. As we look
out into 2003, the company is in a favorable position, as many of these UNE-P lines
should flow back to BellSouth. Additionally, the company is expected to have Section
271 approval within seven of its states, representing 57% of its access lines by
September 18 and all its states in mid-2003. However, we believe it to be a good
assumption that AT&T will enter the state in the not too distance future. This is based
on the economics in Florida, which currently provides gross margins of 60% of sales
(fully loaded revenue per line less the estimated UNE-P rate) to rebundlers, the state's
contribution to international calling minutes, and BellSouth's delayed entry into long
distance in the state.

Estimates and Valuation

Based on changes to our model, we are reducing our 2003 EPS estimate for BellSouth
to $2.02 from $2.18. This translates to a 1.9% decline in EPS in 2003 versus our
previous estimate for 1.9% growth. We now expect total revenues to grow just 0.4%
in 2003 following the 0.3% decline in 2002. Our previous estimate suggested 1.1 %
growth in revenues. We now expect EBITDA to decline 0.2% versus our previous
assumption of2.2% growth in 2003.

Given our new estimates, BellSouth is currently trading at 13.2 times our new 2003
estimate, similar to SBC. The stock currently pays a 3.1 % dividend that is not at risk
given our revised estimates and should provide some support to the shares. Our
lowered 12-month price target of $26 is based on a discounted cash flow analysis
employing a 7.5% discount rate, a terminal value that assumes 2.5% growth in
perpetuity and 20% public market discount.

Table 15: Changes to Estimates ($MM)

2002 2003 %growth

Old New Schange %Change Old New Schange %Change Old New

Wireline Revenue 18,421 18,312 -109 -0.6% 18,731 17,993 -738 -3.9% 1.7% -1.7%

Total Revenue 29,009 28,900 -109 -0.4% 29,582 28.842 -740 -2.5% 2.0% -0.2%

EBITDA 12.837 12,784 -53 -0.4% 13,120 12,761 -359 -2.7% 2.2% -0.2%

Net Income 4,035 3,925 -111 -2.7% 4,217 3,838 -379 -9.0% 4.5% -2.2%

EPS $2.14 $2.09 ($0.05) -2.3% $2.18 $2.02 ($0.16) -7.2% 1.9% -3.2%

Source: UBS Warburg LLC estimates
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Verizon-5howing Least Impact So Far

Verizon has lost 2.4 million

retail lines to UNE-P so far,

equating to 3.9% of total

access lines

The company's access line

base produces negative

EBITDA of $0.68 per line per

month on a wholesale basis

Verizon has the largest debt

load of the three pure-play

Bells; downgrade of its debt

is likely, in our view

32 UBS Warburg LLC

Verizon has lost 2.4 million retail lines to UNE-P so far, equating to 3.9% of total
access lines. Verizon lost the fewest retail lines in the second quarter, with just
110,000 UNE-P net adds, up from 64,000 in the prior quarter. It appears as if a large
portion of the growth is coming from resold lines that are being converted to UNE-P,
as the total number of wholesale lines remained essentially flat. Most of the line loss
is coming from New York, where rebundlers are estimated to have a 13.1% market
share, based on FCC data.

Table 16: Access Line Statistics for Verizon (OOOs)

1Q!tl ~ Wi Mm lim ~

Total access lines 62,903 62,465 61,967 61,551 61,227 60,373

%growth 0.6% -0.4% -1.4% -2.1% -2.7% -3.3%

Net Adds -438 -498 -416 -324 -854

UNE·P 1,645 2,093 2,138 2,195 2,259 2,369

Net Adds -42 448 45 57 64 110

%of total lines 2.6% 3.4% 3.5% 3.6% 3.7% 3.9%

Retail residential lines 37,795 37,753 37,343 37,231 37,119 36,746

%growth na na na -1.5% ·1.8% -2.7%

Net Adds 8 -42 -410 -112 -112 -373

Residential UNE·P 1,155 1,209 1,388 1,407 1,461 1,533

Net Adds -31 54 179 19 54 72

%of res lines lost na Na 43.7% 17.0% 47.9% 19.4%

Source: UBS Warburg LLC estimates

UNE-P economics for Verizon are similar to those of BeliSouth, with average
revenue loss per month per line converted to wholesale of $17.89 and average
EBITDA loss per month of $15.26. In six states, wholesale lines generate negative
EBITDA, including New York, the company's largest state. Pennsylvania and New
Jersey, the next two states expected to be hit with UNE-P competition from AT&T,
are roughly break-even at the EBITDA line on a wholesale basis. In total, the
company's access line base produces negative EBITDA of $0.68 per line per month
on a wholesale basis.

We believe retail lines lost to UNE-P will grow to 230,000 in the third quarter and
500,000 in the fourth. AT&T has stated it intends to ramp up marketing efforts in
New York to take advantage of recently lowered UNE-P and higher retail rates in the
state. The company is also expected to enter New Jersey, Verizon's third largest state,
in September. On its second quarter conference call, AT&T stated it would enter
Pennsylvania, Verizon's second largest state, by year-end. As a result of these
competitive incursions, we believe Verizon will lose 1.8 million access lines in 2003.

Verizon has the largest debt load of the three pure-play RBOCs, at $56.5 billion as of
the second quarter, pro forma for its recent sales of access lines. Moody's has been
taking a harder look at the Bells based on deteriorating fundamentals that are partially
due to incursions from UNE-P based providers. UBS Warburg fixed income analyst
Phillip Olesen expects a one or two notch downgrade of the company's credit rating
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in the near term. The company may also lose its PI commercial paper rating despite
the more than 30% reduction in its CP balance since the beginning of the year. This
would make it more difficult for Verizon to roll over its estimated balance of $8.5
billion in CPo We believe the results we have outlined above, driven by our analysis
of UNE-P, makes a potential downgrade of Verizon's credit rating more likely,
potentially increasing borrowing costs and raising risks to equity shareholders.

Estimates and Valuation

We lowered our 2003 EPS estimate for Verizon to $2.96 from $3.12 based on
changes to our model that incorporate additional line losses from UNE-P. This
equates to a 0.7% decline in EPS versus our previous 2002 EPS estimate of $3.05.
We previously expected growth of 2.3% in EPS. We now expect revenues to decline
0.2% in 2003 compared with our previous expectations for growth of 0.5% in 2002.
EBITDA is also expected to decline 2.1% in 2003. Our lowered 12-month price target
of $34 per share is based on our revised discounted cash flow analysis that includes a
6.8% discount rate, a terminal value with 2.5% perpetuity growth assumption and 20%
public market discount. The company trades at 11.3 times our new 2003 EPS estimate.

Table 17: Changes to Estimates ($MM)

2002 2003 'Yo growth

Old New $ change %Change Old New $ change 'Yo Change Old New

Wireline Revenue 40,912 40,897 ·15 0.0% 39,655 39,136 ·519 -1.3% -3.1% -4.3%

Total Revenue 66,737 66,722 -15 0.0% 67,092 66,575 ·518 -0.8% 0.5% -0.2%

EBITDA '29;049 28,772 c277 -1.0% 28,836 28,160 -676 -2.3% -0.7% -2.1%

Net Income 8,332 8,150 ·182 ·2.2% 8,587 8,130 -457 -5.3% 3.1% -0.2%

EPS $3.05 $2.98 ($0.07) -2.2% $3.12 $2.96 ($0.16) ·5.1% 2.3% -0.7%

Source: UBS Warburg LLC estimates

Statement of Risks

Risks include management's ability to execute potential adverse changes in
regulation, changes in technology, the effects of a weak economy, increasing
competition, and a large degree of operating leverage.
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UNE-P Regulation
UNE-P regulation is created by the state PUCs, the courts, and the FCC. In general,
the states want to see more competition and lower prices for consumers and believe
UNE-P to be the answer. The courts want to make sure UNE-P is regulated in
accordance with the Telecom Act. Meanwhile, the FCC, now under Commissioner
Michael Powell, has yet to weigh in on the subject. The FCC is expected to issue new
rules pertaining to UNE-P within the framework of its Triennial Review of
Unbundled Network Elements currently underway. This review is expected to be
completed by year-end; however, we believe the outcome may be delayed into 2003
because of the current unrest within the industry.

In the FCC's review of UNE regulation, it must weigh two major court cases that
took issue with the FCC's interpretation of impairment. In 1999, the Supreme Court
found the FCC's definition of impairment to be too broad and remanded the rules
regarding UNEs back to the FCC. At that point, the FCC revised its definition to
require unbundling if self-provisioning by a new entrant or acquiring facilities from a
third-party supplier materially diminish the entrant's ability to offer the service.
ILECs argued that this definition also did not fully comply with the Supreme Court's
decision because it did not impose meaningful limits on ILECs' unbundling
obligations. The Court of Appeals for the District of Columbia heard the case and, on
May 24, unanimously remanded it back to the FCC for further review, suggesting that
its open-ended approach to UNE-P should be modified.

The Court of Appeals concluded that the FCC implemented a uniform rule,
mandating the availability of unbundled network elements in every geographic
market or customer class, regardless of impairment in any particular market. It states
that "Congress did not authorize so open-ended a judgment" as to suggest that "more
unbundling is better." The court recognized that alternatives to RBOC switching and
transport exists. Within its ruling, the court discussed the existing build-out of inter
office transport. It noted that in 47 of the top 50 markets, there are three or more
competitors providing transport between central offices.

A possible outcome of this may be a reduction in the number of UNEs available to
rebundlers on a market-by-market basis. The Bells argue that the FCC should
eliminate, limit, or curtail access to local switching and transport as a required UNE
in certain (highly saturated, urban) markets where alternative providers have installed
facilities. Competitors argue that the existence of facility-based providers does not
necessarily indicate there is a competitive market for wholesale switching. We believe
a change in the bundle of elements the Bells are required to provide would be a blow to
the profitability and rate of growth of UNE-P lines. Provisioning lines using owned or
third-party facilities is time-consuming and can become expensive. UNE-P allows local
competitors to add customers very quickly through a fully automated process that is
unavailable to facilities-based competitors required to provision every line sold.

The leadership of the FCC has changed since the rules regarding local interconnection
were hammered out and that this will be Chairman Powell's first substantial
proceeding on the subject. In the past, Chairman Powell has voiced his support for
facilities-based competition and has maintained publicly that CLEC "access to central
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office co-locations and the local loop are essential." He has not mentioned switching
or interoffice trunking as essential. However, the regulatory environment is becoming
increasingly politically charged because of the high profile bankruptcies that have
roiled the sector, making it unlikely that the FCC would implement rules that were

seen to harm consumers.

In the end, the Triennial Review may prove less meaningful than expected because of
a number of state rulings that force the RBOCs to continue providing UNE-P despite
any changes to regulation. Many states are likely to claim jurisdiction over UNE-P as
an intrastate issue. The FCC itself may decide to abrogate responsibility for
determining the existence of competition in a particular area of the states based on
their knowledge of local markets, further clouding the final outcome. It is also
possible that the FCC could eliminate the use of UNE-P in the business market. This
would have very little impact into the pace of UNE-P line growth, as the business
market has not been the focus of major resellers. We believe any changes likely
would be phased in over a transitional period to provide operators with an opportunity
to add their own facilities, find other wholesale providers, or renegotiate contracts
with existing suppliers.

Chart 10: UNE·P Timeline

Supreme Court reverses 8th Court of
Appeals ruling staling FCC has
jurisdiction over implementalion of local
competition provisions under
Telecommunications Act
(January 1999)

Supreme Court rules that FCC
incorrectly applied impairment standard
(January 1999)

8th Court of Appeals vacates earlier
ruling including pricing and provisioning
of UNEs (June 1999)

FCC issues 3rd Report and Order on
Local Competition; Bells no longer
required to provide OSIDA or UNE-P
Service in top 50 MSAs to customers
with more than 3lines
(November 1999)

1099

Earlier Events

AT&T enters New York
(December 1999)

SBC receives 271
approval in Texas
(December 1999)

VZ receives 271
approval in New York
(December 1999)

8th Court of Appeals
upholds forward looking
pricing methodology
(July 2000)

Supreme Court agrees
to hear case of pricing
methodologies of UNEs
(January 2001)

FCC begins Triennial
Review of UNE
(December 2001)

IAT&T enters Michigan (January 2002) I
FCC Issues NPRM proposing to dassify
ILEC broadband services as an
information service (February 2002)

IAT&T enters Georgia (March 2002)

WCOM announces Neighborhood Plan
(April 2002)

DC Court of Appeals Remands UNE·P
rules back to FCC (May 2002)

IAT&T enters Illinois &Ohio (June 2002)

IAT&T enters California (August 2002)

AT&T plans to enter New Jersey
(September 2002)

4002

FCC signs First Interconnection
Order (August 1996)

AT&T enters Texas
(July 1997)

8th Court of Appeals vacates FCC pricing rules
and part of interconnection rules (July 1997)

Source: UBS Warburg LLC and FCC
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